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of the United States in the cases of The United 

States of America v. Southeastern Underwriters 
Association, and Polish National Alliance of The United 
States of North America v. National Labor Relations 
Board et al., have succinctly focused the attention of 
the various states, as well as the insurance companies 
of the country, upon, among other things, the very 
important and controversial question of the validity of 
state taxing statutes requiring the payment of taxes 
upon or measured by gross premium writings of so- 
called foreign insurance companies.’ 

The holding of the Supreme Court (by a minority 
of the court in a 4-to-3 decision) in the S. E. U. A. 
case that the business of insurance is interstate com- 
merce within the contemplated intent and coverage 
of the Sherman Anti-Trust Act, and that a nationwide 
business is not deprived of its interstate character 
merely because it is built upon sales contracts of a 
local nature, necessarily forces the issue of the validity 
of many state taxing statutes heretofore upheld on the 
assumption that the business of insurance is not inter- 
state commerce. And this most important question is 
not dispelled because of recent encouraging pro- 
nouncements by Attorney General Biddle (appearing 
in the Congressional Record), nor by the likelihood of 
Congressional legislation exempting insurance com- 
panies from coverage by the Sherman and Clayton 
Acts,’ since, irrespective of such legislation, the 
decision of the Supreme Court that the business of 
insurance is interstate commerce would stand (unless 
reversed upon rehearing), unless a constitutional amend- 
ment were adopted.* Accordingly, for the first time 


114 R. C. L. 858; New York Life Ins. Co. v. Deer Lodge County, 
231 U. S. 495; Hooper v. California, 155 U. S. 648: New York Life 
Ins, Co. v. Cravens, 178 U. S. 389. 

? The Walter-Hancock Bill recently passed the House by 283 to 54, 
whereas its counterpart, the Bailey-Van Nuys Bill, did not come up 
in the Senate before Congress entered on its summer recess. It 
should also be observed that part of a plank in the Republican plat- 
form adopted at Chicago on June 27, deals with insurance as follows: 

‘‘For the protection of the public, and for the security of millions 
of holders of policies of insurance in mutual and private companies, 
we insist upon strict and exclusive regulation and supervision of 
the business of insurance by the several states where local condi- 
tions are best known and where local needs can best be met.”’ 
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since Paul v. Virginia * was decided, the constitutional 
question as to the validity of state gross premium 
taxes must be answered. 


That the individual jurists were acutely aware of 
the potential disrupting of this source of state revenue 
is forcefully indicated in the language of their respec- 
tive opinions. And some clue to their divergent think- 
ing on the subject may be gleaned from the following 
quoted passages. For example, Mr. Justice Black, who 
handed down the majority opinion, had this to say on 
the subject: 


“* * * Tt is settled that, for Constitutional purposes, certain 
activities of a business may be intrastate and therefore subject 
to state control, while other activities of the same business 
may be interstate and therefore subject to federal regulation. 
And there is a wide range of business and other activities 
which, though subject to federal regulation, are so intimately 
related to local welfare that, in the absence of Congressional 
action, they may be regulated or taxed by the states. In marking 
out these activities the primary test applied by the Court is not 
the mechanical one of whether the particular activity affected 
by the state regulation is part of interstate commerce, but 
rather whether, in each case, the competing demands of the 
state and national interests involved can be accommodated. 
And the fact that particular phases of an interstate business or 
activity have long been regulated or taxed by states has been 
recognized as a strong reason why, in the continued absence of 
conflicting Congressional action, the state regulatory and tax laws 
should be declared valid. * * *” (Italics supplied.) 


Compare the foregoing with the statement made by 
Mr. Chief Justice Stone, who wrote the main dis- 
senting opinion. Mr. Chief Justice Stone stated: 

‘* * * Certainly there cannot but be serious doubt as to the 


validity of state taxes which may now be thought to discrimi- 
nate against the interstate commerce, * * *.” 


Mr. Jackson’s Dissent 


Mr. Justice Jackson, dissenting in part, goes even 
further than the Chief Justice (perhaps because his 
heretofore announced view on the subject of state 
taxation upon interstate commerce is the most rigid 
of those of the present members of the court) when 
he said: 

“* * * The Court's decision at the very least will require an 
extensive overhauling of state legislation relating to taxation and 
supervision. The whole legal basis will have to be reconsid- 
ered. What will be irretrievably lost and what may be salvaged 
no one now can say, and it will take a generation of litigation 
to determine. Certainly the states lose very important controls 
and very considerable revenues. * * *” (Italics supplied.) 

In support of the latter statement, Mr. Justice Jack- 
son cites “State Tax Collections,” a pamphiet published 
by the Bureau of the Census, wherein it is disclosed 
on Page 8 that in 1943 gross premium taxes on insur- 
ance companies yielded forty states an aggregate of 
$96,108,000, and the remaining eight states an esti- 





3 The recent cases of Parker v. Brown, 317 U. S. 341 and St. Louis 
Terminal v. Illinois Railway Commissions, 318 U. S. 1, do not alter 
the tax situation, although they may permit continued state regula- 
tion until Congress acts. 


*8 Wall. 168 (1868). 
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mated $26,892,000, making a total of $123,000,000. It 
should also be observed that over 90% of the Special 
Insurance Taxes, Licenses and Fees collected by the 
various states comes from the gross premium tax 
alone. (Insurance Bulletin, Chamber of Commerce 
of the United States.) 


Accordingly, although there are numerous types of 
taxes ° imposed by the states upon foreign insurance 
companies, the gross premium tax is the most im- 
portant from a revenue standpoint; and, therefore, I 
will confine this article to a discussion of constitu- 
tional aspects of gross premium taxes in the light of 
the Supreme Court decisions. 


Nature of State Gross Premium Taxes 


Without attempting to set forth in detail the statu- 
tory provisions of each of the several states, it can be 
generally stated that all of the states now impose 
gross premium taxes, in one form or another, on for- 
eign insurance companies. In fact, the most common 
type of insurance company taxation is the so-called 
“sross premium tax”, which tax is in the nature of 
an excise or privilege tax and is usually levied 
“ * * * for the privilege of engaging in business in 
hestate. * * 

In many states the gross premium tax is “in lieu 
of” all other taxation (except taxes on real property) ; 
in others it is complemented by a net income tax with 
a credit allowable for the gross premium tax, whereas, 
in others, cumulative taxes are imposed without bene- 
fit of the “in lieu of” proviso. Also, the basis of the 
tax varies in the states, although usually the tax is 
based on premiums arising in the taxing state. How- 
ever, if the state statute is sufficiently broad, the tax 
may be imposed on all premiums wherever received.’ 


It is significant that in the majority of the states the 
tax is based on the premiums of the preceding year 
(in a few requiring semi-annual returns, the tax is 
measured by the preceding six months’ period), thus 
lending support to the contention that these taxes are 
essentially taxes for the privilege of engaging in busi- 
ness measured by gross premiums of the preceding 
year. And, although some states require that the tax 
be computed on the total gross premium writings, 
most of them permit certain deductions such as return 
premiums, reinsurance, dividends paid to policyhold- 
ers, losses paid within the state, increases in reserves, 
etc. 


The rate of tax varies among the states but is 
usually a stated percentage of the taxable gross pre- 
miums. In some states, such as Montana, the tax is a 
flat fee, graduated according to the amount of gross 
premiums; whereas, in others, such as Colorado, the 
tax rate is reduced if a certain percentage of the com- 
pany assets is invested in securities authorized by 
the state. Also, and of basic importance, now, is the 





5 Ad valorem taxes on real and personal property; franchise taxes; 
net income taxes; taxes on capital and stock; taxes on credits and 
Securities; taxes on surplus and reserve funds; business license 
taxes; taxes on premiums and other receipts; and retaliatory taxes. 

®’See Commissioner v. Commonwealth Mutual Liability Insurance 
Co., 32 N. E. (2d) 231, wherein it was held that the excise imposed 
by statute upon gross premiums and assessments was an ‘‘excise”’ 
upon the right to carry on business and not strictly a ‘‘tax’’, although 
occasionally referred to in the statute as a ‘‘tax’’. Thus, a company 
enjoined from doing business was not subject to the excise. 

* Insurance Co. of North America v. Comm., 87 Pa. 173. But see 
Conn. Gen. Life Ins. Co. v. Johnson, 303 U. S. 77. Also in Con- 
tinental Assurance Co. v. State of Tennessee, 137 S. W. (2d) 277, 
affirmed by Sup. Ct. of U. S., 61 Sup. Ct. 1, the court held that 
the tax in Tennessee was levied upon the privilege of entering the 
State and engaging in the insurance business and not upon the annual 
Premiums, such annual premiums being only the measure of the 
tax to be paid throughout the life of the policies issued. Cf. State 
v. Connecticut Mutual Life Insurance Co., 106 Tenn. 282. 


State Gross Premium Taxes 


fact that the tax is imposed by one state because of 
certain transactions or events, and other states simi- 
larly collect taxes upon the same transaction because 
of a different incidence or tax measurement.® 


It should also be preliminarily observed that the 
constitutional status of gross premium taxes, as now 
constituted, is dependent to a considerable extent 
upon whether foreign insurance companies are now 
engaged exclusively in interstate commerce, other than 
in the state of domestication, or whether they are 
engaged in both interstate and intrastate commerce in 
the states. This fundamental question will be the 
crux of the whole controversy and, accordingly, I 
shall discuss the status of existing gross premium 
taxes under both categories. 


Historical Development of Gross Receipts Taxes 


A brief review of the historical development of state 
taxes imposed on or measured by gross receipts from 
interstate commerce will indicate, by way of contrast, 
the rapidly changing views of the Supreme Court with 
respect to this question. Until at least 1937, it was the 
uniform rule or traditional dogma that a state could 
not tax interstate commerce, the business which con- 
stitutes such commerce, or the privilege of engaging 
in it; and, further, the fact that some of the business 
was intrastate commerce justified taxation by the 
states only on that part and not upon the interstate 
business. In numerous cases, starting in 1888 until 
1937, the Supreme Court held invalid state taxes im- 
posed on or measured by gross receipts from inter- 
state commerce.® That is, as late as 1937, it seemed 
well established that states had no right to impose a 
direct tax upon the gross receipts from interstate 
commerce (and this irrespective of whether the state 
tax was nondiscriminatory in that the same tax burden 
was levied on intrastate commerce), and, further, a 
state tax merely measured by gross receipts was also 
deemed invalid, unless imposed “in lieu of” an ad 
valorem property tax.’° 


All during this period of time the court stressed 
formal distinctions without regard to the economic 
burden such taxes might have, as a practical matter, 
upon interstate commerce or upon the revenue needs 
of the various states. The only inkling during this 
period of the right of the states to tax is the first hold- 
ing of the court in the Grand Trunk case ™ that gross 
receipts from interstate commerce may measure the 
tax imposed on a valid taxable subject, if fairly appor- 
tioned. This case, as hereinafter noted, is still probably 
good law in the light of recent decisions; although in 





8 See different basis of taxation among various states at Paragraph 
36-500 to 39-050 C. C. H. STATE TAX GUIDE SERVICE (Summaries 
by States). It is possible that one state could tax the premium 
because the policy ‘‘covered a risk’’ in that state; another state could 
tax because the premium was ‘“‘received’’ in the state; another 
could tax because it was the state of domestication, etc. 

® Le Loup v. Port of Mobile, 127 U. S. 640 (1888); Lyng v. Michi- 
gan, 135 U. S. 161 (1890); Pacific Express Co. v. Seibert, 142 U. S. 
339 (1892); Postal Tel. Cable Co, v. Adams, 155 U. S. 688 (1895); 
Western Union Tel. Co. v. Kansas, 216 U. S. 1 (1910); Crew Levick 
Co. v. Penn., 245 U. S. 292 (1917); Helson and Randolph v. Ken- 
tucky, 279 U. S. 245 (1929); Fisher’s Blend Station, Inc. v. State 
Tax Comm., 297 U. S. 650 (1936). 

10 McHenry v. Alford, 168 U. S. 651 (1898). This case carries 
through the reasoning in the cases of Postal Telegraph Cable Co. 
v. Adams, supra, and Adams Express Co. v. Ohio State Auditor, 165 
U. S. 194; 166 U. S. 185 (1897). See also: Meyer v. Wells Fargo & 
Co., 223 U. S. 298 (1912); Cudahy Packing Co. v. Minn., 246 U. S. 
450 (1918). 

11 Maine v. Grand Trunk Ry., 142 U. S. 217 (1891). This case 
caused considerable speculation, until it was reinterpreted in the 
case of Galveston H. & 8. A. Ry. v. Texas, 210 U. S. 217 (1908), as 
being in effect a tax in lieu of a property tax. The original holding 
in the Grand Trunk case, supra, was that gross receipts constituted 
a fair measure of the taxable privilege upon which the tax was 
directly imposed. 
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1930 the Supreme Court invalidated a similar tax 
measured by gross receipts in the New Jersey Bell 
Telephone case,’* basing its decision on predetermined 
formal rules of invalidity, even though there was no 
possibility of economic cumulative burden. It was 
also during the period from 1912 to 1930 that a state 
tax on net income fairly apportioned, as distinguished 
from gross income from interstate commerce, was 
validated as not unduly burdening interstate com- 
merce. The distinction being that a tax on net income 
taxes the profit only, whereas a tax on gross income 
may unduly burden interstate commerce since im- 
posed irrespective of whether or not the interstate 
transactions are profitable.** 


A re-examination of the decisions up through 1937 
discloses that the court was still hampered by the 
traditional rules of the past, with the result that as 
late as 1937 in the case of Puget Sound Stevedoring 
Co.** the court invalidated a tax on gross receipts 
merely because such taxes had long been held to be 
invalid. At this late date, it appeared that the court 
was committed to the traditional dogma of ruling 
invalid any state tax directly imposed upon gross 
receipts from interstate commerce, whether or not 
discriminatory and irrespective of economic cumu- 
lative burden or proper apportionment; as well as a 
tax measured by gross receipts unless such a tax was 
“in lieu of” an ad valorem property tax, so that, in 
effect, the tax was a substitute for an otherwise valid 
property tax. 


Current Developments 


However, starting in 1938, under the leadership of 
Mr. Chief Justice Stone, the court not only began to 
recognize that interstate commerce must bear its fair 
burden of local taxation, but also that the categorical 
and formalistic rules of the past should give way toa 
practical and economical approach to the problem. In 
other words, the court, starting with the Western 
Livestock case * belatedly realized that it was unfair 
to relieve interstate commerce of its fair share of the 
local tax burden when it stated: “ * * * It was not 
the purpose of the commerce clause to relieve those 
engaged in interstate commerce from their just share 
of state tax burden even though it increases the cost 
of doing the business. * * *” There the court ruled 
valid a state tax measured by gross receipts from the 
advertising of a magazine having an interstate circu- 
lation where the court could not visualize any pos- 
sibility of other states’ imposing multiple tax burdens. 
Consistent with its decision in the Western Livestock 
case, the court would not sustain an Indiana gross 
receipts tax which threatened a multiple tax burden 
in the later case of Adams Mfg. Co. v. Storen; ** and 
invalidated a Washington tax because of a possible 
duplication of state taxes in the case of Gwin, White 
& Prince v. Henneford. Then in 1940, the present 
position of the majority of the court was further 
clarified when it sustained the 2% sales tax imposed 
by New York City on sales completed by interstate 
negotiations direct to the purchaser in the case of 





12 New Jersey Bell Telephone Co. v. State Bd. of Taxes, 280 U. S. 
338. 

13 United States Glue Co. v. Oak Creek, 247 U. S. 321 (1918): 
Atlantic Coast Line R. R. v. Doughton, 262 U. S. 413 (1923). 

4% Puget Sound Stevedoring Co. v. State Tax Comm., 302 U. S. 90. 

148 Western Livestock v. Bureau of Revenue, 303 U. S. 250, 254; 82 
L. Ed. 823: 115 A. L. R. 944. See also: Postal Telegraph Cable Co. 
v. Richmond, 249 U. S. 252, wherein a similar phrase ‘‘interstate 


commerce must pay its way’’ was practically ignored for nearly 
twenty-five years. 


#6 304 U. S. 307 (1938). 
305 U. S. 434 (1939). 
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McGoldrick v. Berwind-White Coal Mining Co.** The 
court apparently felt that since the 2% tax was imposed 
on all sales, both local and interstate, there was no 
discrimination and no possibility of a cumulative 
burden on interstate commerce not borne by intra- 
state commerce.’® These cases indicate an awakening 
by the Supreme Court to the inadequacy of antiquated 
formalistic rules lacking flexibility; and the court's 
attitude is further clarified (at least as to those now 
holding the balance of power) in more recent cases 
in applying the multiple burden test.?° That is, a 
majority of the court is now concerned (apart from 
actual discrimination within a state) primarily with 
the question of whether or not a state tax subjects 
interstate commerce to the risk or threat of a cumu- 
lative tax burden not borne by intrastate commerce. 


The Effect of Berwind-White 


All of these cases would tend to uphold the validity 
of a state tax, measured by gross receipts including 
receipts from interstate commerce, provided there is 
a valid taxable subject and the tax is fairly appor- 
tioned to avoid cumulative tax burdens or if the risk 
of multiple taxation does not exist. Probably the court 
has not gone so far as to sustain a direct tax on gross 
receipts from interstate commerce, as distinguished 
from one imposed on a valid subject measured by 
gross receipts, although the formalistic distinction 
between the two has lessened in favor of sustaining 
both types if the particular tax, from an economic and 
practical standpoint, is non-discriminatory and could 
not unduly burden interstate commerce as compared 
with intrastate commerce. The Berwind-White case, 
supra, did, in effect, overrule the traditional dogma 
that a state tax directly imposed on gross receipts 
including those from interstate commerce is invalid 
per se, although the decision did not unequivocally 
close the door to the future application of these long 
adhered to categorical rules. The court there indi- 
cated that the use of these rules as a guide to future 
action would be limited to cases of actual discrimina- 


tion or inequitable taxes of a threatened cumulative 
nature. 


The majority of the present court would, therefore, 
invalidate a gross receipts tax which potentially per- 
mits multiple burdens to be imposed on interstate 
commerce, or a tax which actually from an economic 
standpoint, discriminates between interstate and intra- 
state commerce, or a tax which in its practical opera- 
tion unduly burdens interstate commerce whether the 
tax be a direct tax on gross receipts or a tax on a valid 
subject measured by gross receipts, or a tax which taxes 
the privilege of engaging in interstate commerce merely 
because it is interstate. Of course, the multiple burden 





18 309 U. S. 33. See also: Powell, New Light on Gross Receipts 
Taxes, 53 Harv. Law Review 909 (1940); Traynor, State Taxation 
and the Commerce Clause in the Supreme Court, 193g Term, 28 
Calif. Law Review 168. The very recent case of McLeod v. J. E. 
Dilworth Co., et al., — U. S. — (May 15, 1944), Mr. Justice Frank- 
furter writing the majority opinion, distinguished the Berwind- 
White case, in holding invalid the Arkansas sales tax upon interstate 
transactions consummated outside the state. Justices Douglas, Black 
and Murphy dissent. 

2 See also: Underwood Typewriter Co. v. Chamberlain, 254 U. S. 
113; Bass, Ratcliff é Gretton, Ltd. v. State Tax Commission, 266 
U. S. 271; Hans Rees’ Sons v. North Carolina, 283 U. S. 123, cul- 
minating in Butler Bros. v. McColgan, 315 U. S. 501, for the develop- 
ment of a phase of this problem. These cases held that a franchise 
tax May be imposed, measured by the net income from business 
done within the state, including such portion of the income derived 
from interstate commerce as may be justly attributable to business 
done within the state by a fair method of apportionment. 

» Southern Pacific Co. v. Gallagher, 306 U. S. 167; Clark v. Paul 
Gray, Inc., 306 U. S. 583; Ford Motor Co. v. Beauchamp, 308 U. S. 
331; Nelson v. Sears Roebuck & Co., 312 U. S. 359; Department of 
Treasury v. Wood Preserving Co., 313 U. S. 62. 
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test stands out as probably the principal means of 
attack by the Supreme Court with respect to such 
taxes. However, even here, it appears that the court 
is primarily concerned with cumulative burdens of a 
concrete nature. For example, in the Western Live- 
stock case, supra, the court feared (but did not find) 
that two or more states might collect the same or a 
very similar type of tax on the same interstate trans- 
action, when local commerce would be chargeable 
with only one tax. This does not mean, however, that 
the multiple burden test would necessarily invalidate 
the mere duplication of taxes of different types imposed 
by two or more states so long as interstate commerce 
is not by reason thereof placed at a disadvantage as 
compared with local commerce. The rationale of recent 
cases is that a majority of the court will not judicially 
interfere only to prevent a threatened imposition of 
heavier burdens on interstate than on local com- 
merce. In other words, they will attempt to prevent 
the reestablishment of state barriers to interstate com- 
merce which it was the object of the commerce clause 
to remove, and still require interstate commerce to 
pay its own way. 


The Broad Rule in Ford Motor Car Co. 


It is significant that the above mentioned cases 
involve foreign corporations engaged essentially in 
both intrastate and interstate business; and are not, 
therefore, necessarily controlling of the gross pre- 
mium tax issue if foreign insurance companies are 
now exclusively engaged in interstate commerce. The 
majority of the present court would not apply the 
same tests in the case of a corporation engaged ex- 
clusively in interstate commerce as they are now 
applying where both intrastate and interstate com- 
merce is involved. Probably the decision in the Alpha 
Portland Cement case 4 decided back in 1925, follow- 
ing the Ozark Pipe Line Corp. case ** and in turn fol- 
lowed in 1933 in the Anglo-Chilean Nitrate case,” still 
represents the prevailing view of the majority of the 
present court.2* However, a minority or possibly more 
of the present court is committed to Mr. Justice Car- 
dozo’s dissent in that case. This dissenting view would 
tend to validate state taxes on exclusively interstate 
commerce, provided the multiple burden and non-dis- 
criminating apportionment tests were met; and pro- 
vided the state did not attempt to tax the privilege of 
engaging in interstate commerce merely because it 
was interstate. But, in that dissenting opinion, the 
dissenting Justices were careful to state that their 
conclusion might be different if the corporation “had 
not sought for and obtained a privilege or franchise 
to do a local business in the state.” The majority 
rejected this additional argument. 

The broad rule was recently restated in the Ford 
Motor Co. case,> that since a state cannot tax a for- 





1 A’pha Portland Cement Co. v. Mass., 268 U. S. 203. 

= Ozark Pipe Line Corp. v. Monier, 266 U.S. 555. 

23 Anglo-Chilean Nitrate Sales Corp. v. Alabama, 288 U. S. 218. 
(Justice Cardozo wrote the dissenting opinion for himself and Jus- 
tices Brandeis and Stone.) 

**See: Best & Co. v. Maxwell, 311 U. S. 454; but note Southern 
Natural Gas Corp. v. Alabama, 301 U. S. 148, to the effect that a 
mere incidental or remote effect upon interstate commerce will not 
necessarily invalidate a franchise or excise tax upon a foreign cor- 
poration (corporation was engaged in both local and interstate com- 
merce), and Stone v. Interstate Natural Gas Co., 308 U. S. 522 
{corporation stated to be engaged only in interstate commerce al- 
though qualified to do local business, tax based upon capital used, 
invested, or employed within the state). 

* Commissioner of Corp. and Taxation v. Ford Motor Co., 308 
Mass. 558; 33 N. E. (2d) 318; 139-A. L. R. 950, 955. See also: 
Matson Nav. Co. v. State Bd. of Equalization, 297 U. S. 441; Anglo- 
Chilean Nitrate Sales Corp. v. Alabama; Ozark Pipe Line Corp. v. 
Alabama; Cheney Bros. Co. v. Mass., 246 U. S. 147; Gloucester Ferry 
Co. v. Penn., 114 U.S. 196. 
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eign corporation for the privilege of engaging in 
interstate commerce, it cannot exact an excise from a 
foreign corporation that carries on only an interstate 
business within the state. However, in the case Stone 
v. Interstate Natural Gas Co.,* affirmed per curiam 
by the Supreme Court, citing Southern Nat. Gas Corp. 
v. Alabama,”" as controlling, the Circuit Court of Ap- 
peals after pointing out that the foreign corporation 
had obtained a franchise to engage in intrastate com- 
merce within the state and that the tax was non- 
discriminatory said: 

“This franchise or privilege tax is not escaped because the 
gas company chose only to transport and sell gas interstate. 
It owes no more tax because it did that. Therefore, that 
activity is not taxed. * * *” 

The Supreme Court, however, in affirming the deci- 
sion per curiam on the strength of the Southern Nat. 
Gas case, supra, must have also concluded, as it did 
in the Southern Nat. Gas case, that the business con- 
ducted was not entirely interstate business but rather 
also intrastate and, thus, distinguishable from the line 
of cases headed by Ozark Pipe Line Corp. v. Monier, 
supra; Anglo-Chilean Nitrate Corp. v. Alabama, supra; 
Sprout v. South Bend and Gwin, White & Prince v. 
Henneford, supra. Accordingly, it could hardly be 
urged that the Interstate Natural Gas case is control- 
ling if the business actually carried on is exclusively 
interstate commerce, although there are undoubtedly 
judicial trends in this direction. The case Aflantic 
Lumber Co. v. Commissioner ** is closer factually to 
the Ozark Pipe Line case, but even in that case the 
court said that if the company did nothing but trans- 
act interstate business, the excise tax sought to be 
levied by Massachusetts could not stand. The court 
found, however, that in view of the substantial local 
activities and corporate functions exercised in Massa- 
chusetts the privilege tax was valid and that the 
effect upon interstate commerce, if any, was “remote 
and incidental”. It is significant though that the court 
carefully distinguished the Ozark Pipe Line case. 
Thus, the line of decisions headed by that case still 
represents the majority opinion of the Supreme Court 
as to state excises attempted to be imposed upon the 


privilege of engaging exclusively in interstate com- 
merce. 


Judicial Trends 


Before discussing specifically the status of gross 
premium taxes in the light of existing precedent, it 
seems advisable to also examine so-called new doc- 
trinal trends as a prerequisite to an attempted fore- 
casting of judicial decisions on the constitutional 
issues. Indicative of the trend away from formal. 
distinctions are the following statements quoted from 
recent Supreme Court decisions. Thus, in Sears, Roe- 
buck & Co., Mr. Justice Douglas stated: 

“In passing on the constitutionality of a tax law ‘we are 


concerned only with its practical operation, not its definition 
or the precise form of descriptive words which may be applied 
to it. 

“* * * Prohibited discriminatory burdens on interstate 
commerce are not to be determined by abstractions. Particular 
facts of specific cases determine whether a given tax prohib- 
itively discriminates against interstate commerce. Hence, a 
review of prior adjudications based on widely disparate facts, 
howsoever embedded in general propositions, does not facili- 
tate an answer to the present problem.” 


That the trend is away from the automatic condemna- 
tion of taxes by formal, preconceived and antiquated 





8 103 F. (2d) 544 (affirmed 308 U. S. 522). 
7 301 U.S. 148. 
% 298 U.S. 553. 





































































































































































































































































































































































































































































rules is also succinctly set forth in Wisconsin v. J. C. 
Penney Co.”® wherein Justice Frankfurter stated: 


‘“* * * We must be on guard against imprisoning the taxing 
power of the states within formulas that are not compelled by 
the constitution but merely represent judicial generalizations 
exceeding the concrete circumstances which they profess to 
summarize.” 


Further, he said: 

‘“* * * A state is free to pursue its own fiscal policies, 
unembarrassed by the constitution, if by the practical operation 
of a tax the state has exerted its power in relation to oppor- 
tunities which it has afforded, to benefits which it has con- 
ferred by the fact of being an orderly, civilized society.” 

“Constitutional provisions are so glossed over with com- 
mentary that imperceptibly we tend to construe the commen- 
tary rather than the text. We cannot, however, be too often 
reminded that the limits on the otherwise autonomous powers 


of states are those in the constitution and not verbal weapons 
imported to it. * * *” 


Mr. Justice Black, dissenting in the Gwin, White & 
Prince case, supra, makes perhaps the most far-reach- 
ing observation in following previous dissents of Mr. 
Justices Brandeis and Cardozo. He said: 

“I would return to the rule that—exrcept for state acts designed 
to impose discriminatory burdens on interstate commerce because 
it 1s interstate—Congress alone must determine how far (inter- 
state commerce) * * * shall be free and untrammelled, how 


far it shall be burdened by duties and imposts, and how far 
it shall be prohibited.” (Italics supplied.) 


On the question of multiple burden, Mr. Justice 
Black, in his dissent, in this case, makes the following 
statements: 

“A business engaging in activities in two or more states 
should bear its part of the tax burdens of each. J/f valid, non- 
discriminatory taxes impose d in these states create ‘multiple’ 
burdens, such ‘burdens’ result from the political subdivisions cre- 
ated by our form of government. They are the price paid for 
governmental protection and maintenance in all states where 
the taxpayer does business. A state’s taxes are not discriminatory 
if the state treats those engaged in interstate and intrastate business 
with equality and justice.” (Italics supplied.) 

In 1940, Mr. Justice Black was joined by Mr. Justice 
Frankfurter and Mr. Justice Douglas in the dissent 
in the McCarroll *° case, where they said: 

“Unconfined by ‘the narrow scope of judicial proceedings’ 
Congress alone can, in the exercise of its plenary constitutional 
control over interstate commerce, not only consider whether 
such a tax as now under scrutiny is consistent with the best 
interests of our national economy, but can also on the basis 
of full exploration of the many aspects of a complicated prob- 


lem devise a national policy fair alike to the states and our 
Union.” 


Three Jurists Grant Relief When Tax Discriminates 


As stated by Mr. Justice Clark of the Second Cir- 
cuit recently in the case of Spector Motor Service v. 
Walsh *\—“There can be no question that this view 
(referring to the above quoted portion of Mr. Justice 
Black’s opinion) so compellingly expressed will have 
increasing weight in the deliberation of the Court 
and, even if it is not accepted by the majority in full, 
will tend to prevent the invalidating of taxes on 
formal grounds. * * *” The Circuit Court of Ap- 
peals, Mr. Justice Hand dissenting, decided this case 
on the basis of “judicial trends” and stated that the 





® 311 U. S. 435; 85 L. Ed. 267; 130 A. L. R. 1229. See also: Best 
& Co. v. Maxwell, 311 U. S. 454. 

% McCarroll v. Dixie Greyhound Line, 309 U. S. 176, 189; 84 
L, Ed. 683. 

139 F. (2d) 809. Mr. Justice Hand, dissenting stated: ‘‘It is 
always embarrassing for a lower court to say whether the time has 
come to disregard decisions of a higher court, not yet explicitly 
overruled, because they parallel others in which the higher courts 
have expressed a contrary view. I agree that one should not wait 
for formal retraction in the fact of changes plainly foreshadowed; 
the higher court may not entertain an appeal in the case before the 
lower court, or the parties may not choose to appeal. In either 
event, the actual decision will be one which the judges do not 
believe to be that which the higher court would make. °* * *” 
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functions of the Circuit Court of Appeals is not lim- 
ited to mere blind adherence to precedent, but on the 
contrary the court must determine the law which in 
all probability will be applied to litigants or to others 
similarly situated.*? 


Thus, at this point of time, we have three jurists, 
namely Mr. Justices Black, Frankfurter and Douglas, 
who would probably grant judicial relief only when 
the state taxing act actually discriminates against 
interstate commerce or is hostile to the congressional 
grant of power, and would leave to the Congress the 
solution of all other problems. Mr. Justice Black, 
for example, unequivocally placed himself on record 
in his dissent in the Gwin, White & Prince case, supra, 
as being opposed to all judicial interference except 
where the state acts impose inequitable and discrimi- 
natory burdens on interstate commerce because it is 
interstate. Mr. Justices Frankfurter and Douglas seem 
to entertain about the same view that most contro- 
versies should be solved by the Congress rather than 
by judicial utterances, although Mr. Justice Frank- 
furter in the recent sales and use tax cases, already 
cited, seems again to stress threatened multiple bur- 
den in line with Mr. Chief Justice Stone’s view. 


The Importance of Recent Sales Tax Cases 


The viewpoint of these three jurists is not shared 
by Mr. Chief Justice Stone, or by Mr. Justices Jack- 
son, Reed and Roberts. Mr. Chief Justice Stone, as 
well as Justices Reed and Roberts, is more con- 
cerned, as already noted, with the preventing of state 
taxation which potentially threatens interstate com- 
merce with multiple taxation or burdens heavier than 
that borne by local commerce. Mr. Justice Jackson, 
on the other hand, would probably restrict state taxa- 
tion even more than the others as evidenced by his 
concurring opinion in the Duckworth * case and in his 
dissent in the recent General Trading Co. case. Mr. 
Justice Rutledge’s view is probably somewhere be- 
tween the aforesaid two conflicting views, as evidenced 
by his concurring and dissenting opinions in the recent 
sales and use tax decisions.** Mr. Justice Murphy’s 
view is not too clear, although probably he leans 
toward the position taken by Mr. Justices Black and 
Douglas.*® 


The most recent sales and use tax cases are im- 
portant primarily for the reason that they tend to 
emphasize widening gaps of thinking between at least 
Mr. Justices Jackson and Rcberts on the one hand, and 
the balance of the court on the other. Mr. Justice Jack- 
son’s dissent, in which Mr. Justice Roberts joins, in 
the General Trading Co. case reaffirms his rigid 
and perhaps justified views in the premises. Also, 
although Mr. Justice Frankfurter’s majority opinions 
were approved by most of the jurists in two of these 
cases,** his multiple burden and tax event approach 
to the problem in McLeod v. J. E. Dilworth Co., supra, 
brought this response by Mr. Justice Douglas in a 





® Note similarity of such thinking with that of Mr. Chief Justice 
Stone in the 8S. EZ. U. A. decision. 

33 Duckworth v. Arkansas, 314 U. S. 390, 400-402. See in particular 
the very scholar!y and searching articles by Professors Lockhart, 
57 Harv. Law Review 40, and Powell, 53 Harv. Law Review 909 on 
this subject of current judicial thinking by the Supreme Court. 

34 International Harvester Co. v. Department of Treasury of Md., 
— U. S. — (concurs in a separate opinion); McLeod v. Dilworth, 
(separate dissenting opinion); General Trading Co. v. State Tax 
Commission of the State of Iowa (concurs). 

% McLeod v. Dilworth Co., in which he concurs in the dissenting 
opinion of Justice Douglas. 

% International Harvester Co, v. Department of Treasury of the 
State of Indiana; General Trading Co. v. State Tax Commission of 
the State of Iowa. 
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dissenting opinion in which Mr. Justices Black and 
Murphy joined: 

“The question is whether there is a phase of the interstate 
transaction on which the State of the buyer can lay hold with- 
out placing interstate commerce at a disadvantage. There is 
no showing that Tennessee was exacting from these vendors 
a tax on these same transactions or that Arkansas discrimi- 
nated against them. I can see no warrant for an interpretation 
of the Commerce Clause which puts local industry at a com- 
petitive disadvantage with interstate business. If there is a 
taxable event within the State of the buyer, I would make 
the result under the Commerce Clause turn on practical con- 
siderations and business realities rather than on dialectics. If 
that is not done, I think we should retreat from the view that 
interstate commerce should carry its fair share of the costs 
of government in the localities where it finds its markets and 
adopt the views expressed in the dissent in the Berwind-W hite 
case.” 

Mr. Justice Rutledge approaches the problem some- 
what differently in his dissenting opinion in the Dil- 
worth Company case by attempting to resolve the 
question of which state should be allowed to tax, 
assuming the risk of multiple taxation creates an un- 
constitutional burden. He says: 

“It may be that the mere risk of double taxation would not 
have the same consequences, given always of course a sufficient 
due process connection with the taxing states, that actual 
double taxation has, or may have, for application of the com- 
merce clause prohibition. Risk of course is not irrelevant to 
burden or to the clogging effect the rule against undue burden 
is intended to prevent. But in these situations it may be 
doubted, on entirely practical grounds, that the mere risk 
Tennessee may apply its taxing power to these transactions 
will have any substantial effect in restraining the commerce 
such as the actual application of that power would have. In 
any event, whether or not the choice must be made now or, 
as I think, has been made, it should go in favor of Arkansas, 
not Tennessee.” 


Judicial Relief Appears Available 


This trend, led by Mr. Justices Black and Douglas, 
may gain some momentum, although it is doubtful 
whether it will do more, at this time, than to deter the 
present majority of the court from invalidating state 
taxes on purely formal grounds. It still appears that 
Mr. Chief Justice Stone’s reinterpretation of cases in 
the light of the multiple burden test will prevail pro- 
vided the threatened duplication is of a concrete nature: 
Threatened as distinguished from actual duplication 
is still the underlying theme of the majority of the 
court, including Justices Jackson and Roberts, who 
would go even further in restricting state taxation 
than the other jurists. However, Mr. Justices Rut- 
ledge and Murphy may ultimately swing the balance 
of power in favor of the views of Mr. Justices Black, 
Douglas, and, to a certain extent, Frankfurter. 

From an analysis of current decisions, coupled with 
the very definite “judicial trends”, it appears that for- 
eign corporations engaged in interstate commerce 
may be subjected to state taxation, but that judicial 
relief is available: 

(1) if they are placed at a disadvantage with 
local competition by being compelled to pay 
duplicate state taxes on single interstate transac- 
tions where similar local transactions bear only 
one tax; 

(2) if they are subjected to a discriminatory 
or higher rate or measure of tax than imposed on 
others in the same class; 

(3) if they are being taxed, in effect, for the 
privilege of doing an interstate business; or 

(4) if they are subjected to a general privilege 
tax measured by gross receipts but not properly 
apportioned to reflect local business (except, pos- 
sibly, where there is no chance, under the cir- 
cumstances, of another state also taxing). 


State Gross Premium Taxes 





Application to Gross Premium Taxes 


Prior to the S. E. U. A. decision, it was settled in 
Paul v. Virgina, supra, that the issuing of a policy of 
insurance is not a transaction of commerce, and that 
the making of such contracts is not interstate com- 
merce, although the contracting parties are domiciled 
in different states. Accordingly, state statutes impos- 
ing privilege taxes upon foreign insurance companies 
were not subject to any objection based on the com- 
merce clause of the Constitution. Further, retaliatory 
or reciprocal premium tax laws imposed by the states 
upon foreign companies were not subject to attack 
under the commerce clause.*’ 


However, an analysis of the various state statutes 
imposing privilege taxes measured by gross premiums 
in the light of the fact that the business of insurance 
is now interstate commerce, discloses that probably 
a majority of these state statutes are on the border- 
line of invalidity as unduly burdening interstate com- 
merce. A majority of these state statutes are subject 
to attack, (1) because the statutes tend to discriminate 
between foreign and domestic companies in that taxes 
are assessed in some states only upon foreign insur- 
ance companies, and not upon domestic companies; 
(2) because there is discrimination in the rates applicable 
to the foreign and the domestic companies; ** (3) be- 
cause of threatened multiplicity of taxation by the 
various states; or (4) because the tax is upon the 
privilege of a foreign company to do business in 
the state, which business now constitutes at least in 
part, if not exclusively, interstate commerce. 


May Not Burden Foreign Companies 


Although, as I have heretofore pointed out, a state 
may within certain limits tax interstate gross receipts, 
such a tax will be sustained only if it is non-dis- 
criminatory and non-cumulative. The cases already 
cited, such as Nelson v. Sears, and McGoldrick v. Ber- 
wind-White, tend to settle this question. Consequently, 
to the extent state gross premium taxes discriminate 
between foreign and domestic companies with the 
result that the foreign company is more heavily bur- 
dened directly or indirectly than local commerce, the 
statutes are subject to attack under existing judicial 
pronouncements. In this regard even though the tax 
were based on a reasonable apportionment of receipts 
within the state (assuming this were possible on the 
theory that a foreign insurance company does both an 
intrastate and interstate business), the statute must 
be non-discriminatory, since the rationale of the many 
cases, such as Ford Motor Co. v. Beauchamp,*® sustain- 
ing such a tax is that the apportionment provides 
merely a method for ascertaining the amount or value 
of the intrastate business of a foreign company other- 
wise engaged in interstate commerce. 

Nor could such otherwise discriminatory gross pre- 
mium taxes be sustained generally on the theory that 
the tax merely reimburses the states for the cost of 
supervision and regulation, since the substantial amounts 
collected greatly exceed the actual cost of supervision 
and regulation (assuming the states do retain such 





31 Fire Assoc. of Phila. v. New York, 119 U.S. 110. 

3% At least 26 states fall into one or the other of these categories 
as follows: Ala., Ariz., Ark., Fla., Ill., Md., Iowa, Ind., Kans., Ky., 
Maine. Mich., Mo., Neb., N. H., N. J., N. M.. N, D., Ohio, Okla., 
Ore., Pa., S. C., S. D., Tenn., Wash., W. Va. Other states not men- 
tioned here may also be invalid Decause of the potential threat of 
multiple burden. Retaliatory state taxes are probably also invalid 
in view of their potential cumulative effect. It also seems quite 
clear that most municipal license statutes are violative of the com- 
merce clause, 
at 308 U. S. 331. See also: Hans Rees’ Sons v. North Carolina, 283 

- & 123. 
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rights). In other words, taxes upon foreign companies 
engaged in interstate commerce have been he!d to be 
invalid where the amount levied and collected is out 
of proportion to the cost of regulation and super- 
vision.*® It could hardly be urged that the substantial 
sums collected by the states, as noted by Mr. Justice 
Jackson in his dissenting opinion, bear a reasonable 


relationship to the cost of supervision and regula- 
tion.*? 


Gross Premiums Tax Are Excises 


Apart from the above, however, it is of basic signifi- 
cance now that gross premiums taxes are excise taxes 
for the privilege of engaging in business in a state, 
and were sustainable in the past only on the erroneous 
assumption that the business of insurance was not 
interstate commerce.*? Now that the business of insur- 
ance is deemed to be interstate commerce it would 
seem that all of the activities of a foreign insurance 
company are within the protection of the commerce 
clause. In fact, it is rather difficult to perceive what 
activities, if any, of a foreign insurance company con- 
stitute intrastate commerce, having in mind that Mr. 
Justice Black held that the entire business of insur- 
ance was covered by the indictment and decision, 
including “* * * not only the execution of insur- 
ance contracts but also negotiations and events prior 
to execution of the contracts and the innumerable 
transactions necessary to performance of the con- 
tracts.” He stated that all these transactions constituted 
“*k * * a single continuous chain of events, many 
of which were multi-state in character.” It could be 
strongly urged from this that foreign insurance com- 
panies are now engaged exclusively in interstate com- 
merce; and that their many activities, though of a 
quasi-local nature, are merely incidental to the doing 
of an interstate business rather than constituting the 
doing of an intrastate business. An attempt to sep- 
arate the intrastate from the interstate business, assum- 
ing there is a line of demarcation which permits 
separation, discloses the difficulty of viewing foreign 
insurance companies as now being engaged in a dual 
capacity under the majority opinion. The language of 
the court in the Gwin, White & Prince case, is in- 
dicative of the difficulty of localizing activities. The 
court there stated: 


“We need not stop to consider which, if any, of appellant’s 
activities in carrying on its business are in themselv es trans- 
portation of the fruit in interstate or foreign commerce. For 
the entire service for which the compensation is paid is in aid of 
the shipment and sale of merchandise in that commerce. Such 
services are within the protection of the commerce clause.” (Italics 


supplied.) 

In this regard, an analogy can be drawn to the very 
recent Supreme Court decision in the case of Mayo v. 
United States,“ wherein an excise, imposed directly 





*” Interstate Transit v. Lindsey, 283 U. S. 183; Ingels v. Morf, 300 
U. S. 290. See also: Sprout v. South Bend, 277 U. S. 163. 

“The following statements appearing in Best’s Bulletin Service 
are significant: 

‘State taxation of insurance companies has long been a subject 
of controversy and is almost certain to be reviewed again. The 
original theory of the premium tax was to defray expenses of regu- 
lation. Premium volume expanded so far beyond expectations 
that for many years only a small portion of the collection has 
been expended for supervision with the bulk of state taxes on 
insurance being absorbed as general revenue. State taxation of 

interstate commerce for regulatory purposes has been recognized 
by the courts, but state taxation of interstate commerce for reve- 
nue may well be held to burden such commerce unduly, * * * 
Only time and costly experience can answer many of the questions 
that will be raised. * * *” 

It also appears from the statistics of the Insurance Department of 

the Chamber of Commerce of the United States that approximately 

95 cents out of every dollar collected by the states goes to the general 


funds of the state and is not used or needed to defray the expenses 
of the State Insurance Department. 
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upon an activity of the United States, was invalidated. 
The court there distinguished situations in which the 
tax was upon an agent of the Government as con- 
stituting only indirect burdens.** Perhaps there is a 
valid distinction between Governmental activities and 
individual activities constituting interstate commerce, 
though both are now protected by the Constitution. 
The analogy is that the immunity of interstate com- 
merce from direct state taxation rests upon the same 
basic considerations which still prevail with respect 


to the immunity of Governmental activities of the 
United States. 


Accordingly, if the premise that a foreign insurance 
company is now engaged exclusively in interstate 
commerce, except in the state of its domestication, is 
supportable, then apart from discrimination or cumu- 
lative burden the imposition of a tax for the privilege 
of engaging in interstate commerce would be invalid. 
This does not mean, of course, that if a corporation, 
not under compulsion of being prevented from doing 
an interstate business, procures a license to do an 
intrastate business in the state, the state may not 
exact a non-discriminatory franchise tax.*® But, if such 
a tax is in fact a burden upon interstate commerce, or 
if the statute imposing it has the effect of exacting a 
tax for the privilege of engaging in such commerce, 
the fact that payment of the tax is not expressly made 
a condition precedent to actually engaging in inter- 
state commerce is apparently immaterial. 


Localized Activities 


However, if it should be held that a substantial por- 
tion of a foreign insurance company’s activities is 
capable of being localized as intrastate commerce (on 
the theory that it is implicit in the nature of the insur- 
ance business that it is of a quasi-local nature), many 
state taxing statutes, as now constituted, would 
probably still be open to attack on grounds of dis- 
crimination. Non-discrimination as a prerequisite is 
quite firmly entrenched, and it is doubtful whether 
such a test will be abandoned in the immediate future, 
if at all, regardless of the minority of the court’s 
views. In fact, even the minority of the jurists, including 
Mr. Justice Black, would strike down a discriminatory 
tax burden imposed on interstate commerce because 
it was interstate, and this irrespective of the amount 
of tax involved since to hold otherwise would foster 
state barriers to the engaging in interstate commerce. 


Further, threatened or actual multiplicity of taxa- 
tion by the various states on the same premium 
dollar would tend to subject state statutes to attack. 
As already indicated, the taxing incidence or events 
differ in the various states, so that multiple taxation 
by reason thereof is not only threatened but probably 


an established fact. As was said in the Western Live- 
stock case: 


“* * * Local taxes measured by gross receipts from inter- 
state commerce have often been pronounced unconstitutional. 
The vice characteristic of those which have been held invalid 
is that they have placed on the commerce burdens ‘of such a 
nature as to be capable, in point of substance, of being imposed 
* * * or added to * * * with equal right by every state 
which the commerce touches, merely because interstate com- 





«Sprout v. City of South Bend, 277 U. S. 163; Anglo-Chilean 
Nitrate Sales Corp. v. Alabama; Matson Nav. Co. v. State Bd. of 
Equalization, 297 U. S. 441; Alpha Portland Cement Co. v. Mass. 

4 319 U.S. 441. 


* Graves v. New York ex rel, O’Keefe, 306 U. S. 466 [39-1 ustc 
9411]; Alabama v. Boozer & King, 314 U. S. 1; Penn. Dairies, Inc. 
v. Milk Control Comnvission of Penn., 318 U. S. 261. 


45 Baltic Min. Co. v. Mass., 231 U. S. 68. But see International 


Text Book Co. v. Pigg, 217 U. S. 91 and Western Union Tel, Co. 


v. Kansas, 216 U.S. 1. 
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merce is being done, so that without the protection of the 
commerce clause it would bear cumulative burdens not imposed 
on local commerce.” 

Similarly, in the Gwin, White & Prince case, the court 
said : 

“*« * * The present tax though nominally local, thus in its 
practical operation discriminates against interstate commerce, 
since it imposes upon it, merely because interstate commerce 
is being done, the risk of multiple burden to which local com- 
merce is not exposed.” 

Lastly, it should be observed that gross premium 
taxes are not sustainable as being “in lieu of” ad 
valorem property taxes, since, although in many states 
gross premium taxes are in lieu of other taxes, the 
“in lieu of” provisions usually carry the further pro- 
viso that the gross premiums tax is not “in lieu of” 
taxes on real or personal property. The reason for 
the distinction seems sound. If a tax on gross pre- 
miums could be added to an ad valorem property tax 
the result would be cumulative taxes by the same 
state on substantially the identical economic interest.*® 


Conclusion 


It seems quite evident that state gross premiums 
tax statutes will, in the language of Mr. Justice Jack- 





* United States Express Co. v. Minn., 223 U. S. 335; Cudahy Pack- 
ing Co. v, Minn., 246 U. S. 450; Illinois Central R. R. v. Minn., 309 
U.S. 157. 


son, “* * * require extensive overhauling * * *”, if 
they are to be sustained.*7 As now constituted, the 
statutes are subject to attack from several directions. 
And the states will receive little, if any, comfort from 
the so-called “judicial trends”, which, in my opinion, 
have not yet gone beyond the scope of existing tests 
of validity so as to validate privilege taxes for the 
engaging exclusively in the business of interstate 
commerce, or for engaging in intrastate commerce 
unless the rules of apportionment and non-discrimina- 
tion are met. What the states or the insurance com- 
panies will do is purely a matter of conjecture at this 
time. Important policy and revenue considerations 
are involved which cannot and should not be resolved 
hastily. That legislative changes are necessary appears 
to be a foregone conclusion, but cooperation should 
be the keynote in promulgating a proper program. 
Litigation, of course, will result somewhere along 
the line, but it is believed that protracted litigation is 
not the long-range answer to the controversy. Probably, 
we should “make haste slowly.” [The End] 


47 The very recent case of Eugene H, Ware v. Travelers, decided 
by the Federal Court at Boise, Idaho, is most significant since 
decided after the S. #. U. A. decision. The court held the counter- 
signature law of the State of Idaho to be repugnant to the Four- 
teenth Amendment and also an unconstitutional restriction on 
interstate commerce; and this irrespective of the Supreme Court’s 
decision in Osborn v. O2Zlin, et al., 310 U. S. 53, decided in 1940 ata 
time when insurance was not deemed to be commerce under Paul 
v. Virginia, supra. 








Farm Real Estate Taxes 


TATISTICS recently released by the Department 

of Agriculture, Bureau of Agricultural Economics, 
point out the wide divergence of farm real estate taxes 
during the two wars. During World War I, farm real 
estate taxes increased sharply, while during the pres- 
ent war these taxes have actually declined somewhat. 
They are at the same level, as indicated on the chart, 
as ten years ago. Perhaps the most important single 


PERCENT 


Taxes per acre 
Index numbers (1909-13 =100) 


State Gross Premium Taxes 


factor explaining the relative stability in these taxes 
in the last decade is the increasing reliance of the 
states upon revenues from taxes other than those on 
property. 

The chart reflects farm real estate taxes per acre 
and per $100 of value in the United States during the 
years 1910 to 1943. 
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Congress: There is no definite action here on taxes. 
Congress is much too occupied with the post war 
unemployment compensation, lend lease, etc. Tax 
action is not likely to take place until January or 
February, 1945, although as we reported in the last 
issue there are congressional groups now making a 
study of post war tax problems. No tax action this 
year permits business men to make year end plans 
without the uncertainty of a prospective tax law with 
retroactive application. 


Bureau of Internal Revenue: The Bureau has sent 
to all its agents its booklet guide to Section 722 
excess profits tax claims. There is little doubt but 
this book could be a current best seller among tax 
men. Many articles have been written on this subject 
and many claims have been filed, but the Bureau’s 
view and position on the basis of claims, presentation 
of claims and procedure in regard to such claims has 
been, for the most part, the subject of speculation. 
Now, that what they will do and how they will handle 
722 claims has been reduced to writing and by no less 
authority than the Bureau itself many ask why not 
distribute this guide to tax men as well, but no such 
distribution is planned. 


New Assistant General Counsel: Secretary Mor- 
genthau has announced the appointment of Josiah E. 
DuBois, Jr., of Woodbury, New Jersey, as Assistant 
General Counsel to the Treasury Department. Mr. 
DuBois came to the Treasury in 1936. In 1939 he 
resigned to engage in the private practice of law in 
Camden, New Jersey. He returned to the Treasury 
in January, 1941 to handle Foreign Funds Control 
matters and was subsequently made chief counsel for 
that division. He is a graduate of the University of 
Pennsylvania and of the University of Pennsylvania 
Law School. 


Revenue Collections: The Treasury Department 
recently released these statistical charts on tax col- 
lection. A glance at these charts shows the unprece- 
dented amounts that have been collected from the 
income tax on individuals and corporations. Breaking 
these figures down, first on the basis of 130,000,000 
citizens, reveals the burden of $145 per citizen, then 
on the basis of 50,C00,000 individual taxpayers, that 
the contribution of each is $360. 

The preliminary statement of the Internal Revenue 
collections for the fiscal year 1944 also just released 
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by the Bureau of Internal Revenue shows the total 
collections under the individual income tax to be 
$18,257,180,877.08. This figure may be compared with 
a little over 6 billion collected from the same source 
in the fiscal year 1943. The 1944 fiscal year receipts 
from corporations are $5,248,847,309.90. To this may 
be added $9,335,829,079.48, the amount realized from 
the excess profits tax. 

These figures will remain about the same for the 
fiscal year 1945, Harold D. Smith, Director of the 
Bureau of the Budget estimates. In his review of 
the budget for the fiscal year 1945, $18,955,000.00 will 
come from the individual income tax and $16,588,000,000 
from the corporation income tax. This figure for the 
corporation however includes an amount estimated 
to be refunded after the war. 


One cannot glance at the long black 1944 column 
on the charts without expressing the hope that the 
1945 and 1946 columns will reflect the post war 
promises of reductions. That Congressional leaders 
have this hope in mind, also was expressed by Chair- 
man Doughton of the House Ways and Means Com- 
mittee when he recently stated that there would be 
an immediate repeal or modification of the excess 
profits tax upon the cessation of hostilities and reduc- 
tions of the excise tax levies. The repeal of the excess 
profits tax would reduce the corporation column’ in 
the chart to about the 1941 level in the year 194x. 


Other Sources of Income: Goals for the five war 
loans so far conducted by the Treasury Department 
aggregate $67,000,000,000 and they were exceeded by 
a total of $20,700,000,000 a recapitulation shows. The 
results of the loan were: 

First Goal, $ 9,000,000,000, subscribed $12,900,000,000 

Second Goal, $13,000,000,000, subscribed $18,600,000,000 

Third Goal, $15,000,000,000, subscribed $18,900,000,000 

Fourth Goal, $14,000,000,000, subscribed $16,700,000,000 

Fifth Goal, $16,000,000,000, subscribed $20,600,000,000 


The Blough Brothers: J. Roy Blough, whose pic- 
ture we carry on the cover of this issue is Director 
of Tax Research of the Treasury Department. In 
this position he works closely with other Treasury 
experts and Congressional leaders in the formulation 
of new tax legislation. It is safe to say that much of 
the data that Congress will consider in its deliberations 
for the enactment of tax legislation for the post-war 
period will be presented by Mr. Blough’s department. 


Prior to going to the Treasury Department, Mr. 
Blough was a tax research specialist in Wisconsin and 
later a professor at the University of Cincinnati. 


The career of brother Carman G. Blough is equally 
meteoric. At present he holds the title of Chief of the 
Contracts review branch of the United States Procure- 
ment Policy Division and prior to this office he held 
the office of Secretary of the Securities and Exchange 
Commission. 

The brothers were recently honored by the Man- 
chester College, of which they are alumni, with the 
honorary degree of Doctor of Laws. 


Pension Plans: A previous announcement was 
made regarding a “Confidential Bulletin Service” by 
the Pension Trust Division of the Bureau of Internal 
Revenue, whereby confidential memos regarding 
various pension plans were issued to aid the officers 
and employees of the Bureau of Internal Revenue. 
This service has now been changed to “The Pension 
Trust Division Information Service” and these bulle- 
tins are now made available to the public as well as to 
the officers and employees of the Bureau of Internal 
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Individual Income 


Revenue. PS Numbers 1 and 2 announce the estab- 
lishment of the Pension Trust Division’s information 
service. 


PS No. 3, July 29, 1944. Discriminatory Plans. 


Advice is requested as to whether there is discrimi- 
nation in a money purchase plan when the same 
amount of money is expended for a policy which in- 
cludes a life insurance feature with a retirement in- 
come, and an annuity policy. 

The particular situation presented is one in which 
a participant is not insurable and the same amount 
is expended for such a participant as is expended for 
one who is insurable, the noninsurable participant 
receiving a larger annuity but being deprived of life 
insurance protection. 

In order for a trust to meet the requirements for 
exemption under section 165 (a) (4) of the In- 
ternal Revenue Code, it is necessary that the con- 
tributions or benefits provided under the plan do not 
discriminate in favor of employees who are officers, 
shareholders, persons whose principal duties consist 
in supervising the work of other employees, or highly 
compensated employees. Under the stated facts there 
is no discrimination in regard to contributions. The 
cost to the employer is the same whether a particular 
employee is insurable or not. 

Section 29.165-6 of Regulations 111 provides that if 
the trust purchases under the plan retirement income 
insurance with life insurance protection payable upon 
the death of the employee participants, so much of the 
premiums as was paid from the contributions of the 
employer or earnings thereon for such life insurance 
protection will constitute income to the employee for 
the year or years in which the contributions or earn- 
ings are applied to the purchase of such life insurance. 
It may thus be argued that discrimination may result 
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Corporation Income 
and Excess Profit 


against the insurable employee because he is taxed 
currently on contributions used to pay for life insur- 
ance. However, the factor which results in a dis- 
tinction as to benefits between the insurable and 
noninsurable employee is not within the employer’s 
control. Accordingly, the distinction as to benefits is 
not deemed to be discriminatory. 


PS No. 4, July 29, 1944. Corporate Officers Distin- 
guished. 

Advice is requested relative to the interpretation 
of the term “officer” as applied to “junior officers” who - 
are empowered to execute documents in an official 
capacity on few occasions, but otherwise have no 
voice in the management or administration of the 
corporation. 

The status of the “junior officers” should be deter- 
mined upon the facts regarding the source of their 
authority, the term for which elected or appointed, 
and the nature and extent of their duties. As gener- 
ally accepted in connection with corporations the term 
“officer” means an administrative executive who is in 
regular and continued service. It implies continuity 
of service and excludes those employed for a special 
and single transaction. 


An employee in the parts department of a company 
who was given the title of assistant Secretary-Treas- 
urer to qualify him to sign checks, in the absence of 
superior officers of the corporation, and to affix and 
attest to the corporate seal when necessary, is not 
considered as an officer, within the purview of sections 
165 (a) (3) (B) and (4) of the Internal Revenue Code, 
as amended, since his administrative duties are nomi- 
nal and are exercised in a substitute capacity on some 
occasions. However, such an employee, although not 
included in the officer group, may be a supervisory or 
highly compensated employee. 
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By WALTER F. KAUTZ 


Special Income Tax Problems of Subsidiary and 


HE FUNDAMENTAL law of self-preservation 

| is deemed to be strong enough in a corporation, 

that is self-contained, so that such corporation 

will not enter into any business transactions with 

others which would cause it to purchase’ or sell its 

products or services to its disadvantage. Therefore 

it may be assumed that a corporation buying or 

selling from or to another business firm, does so in 
its best interest. 

The various taxing authorities interested in the 
income of the tax-paying corporation are concerned 
with the dealings of a corporation, if the tax-paying 
corporation is related through stock ownership or 
otherwise with other businesses with which it deals. 
Then the taxing authorities desire to satisfy them- 
selves that all dealings with related corporations are 
on the same basis as they would be with unrelated 
corporations. Many of the taxing authorities will go 
no further into this phase of the taxpayers’ business if 
they satisfy themselves that the inter-company deal- 
ings are substantially on the same basis as they would 
be between unrelated corporations. There are some 
taxing authorities that will attempt to tax some of the 
profit made by the related corporations if it appears 
to them that the related corporations are more profitable 
than the corporation located in their jurisdiction. This 
is attempted on the basis of the related corporations 
being in a “unitary business”, which will be discussed 
later on. 


Inter-Company Dealings a State Problem 


The problem of inter-company dealings is not as 
important to the United States Government as it is 
to the various state governments. The United States 
boundaries are the two oceans and Canada and 
Mexico. If the related corporations are contained 
therein, the United States Government will be able 
to tax the related corporations whose business rela- 
tions may not be on the same basis as unrelated cor- 
porations. This question may become important with 
the Internal Revenue Department if certain corpora- 
tions of an affiliated group have losses and others have 
gains. On a separate return basis, if the losses of the 
loss-corporations can be increased and the gains of 
the gain-corporations can be correspondingly increased, 
then more income taxes will result. Since the restora- 
tion of the privilege of filing consolidated income tax 
returns, the shifting of income between related cor- 
porations is not so important. If the common stock 
of the subsidiary corporations is not owned at least 
95% of it, by the parent corporation or if the related 
corporations elect to file separate income tax returns, 
then the problem is important to the Internal Rev- 
enue Department. 

The authority for the Commissioner of Internal 
Revenue to scrutinize and shift income and expenses 
between related corporations is contained in Section 
45 of the Code which reads as follows: 

“In any case of two or more organizations, trades, or businesses 
(whether or not incorporated, whether or not organized in the 
United States, and whether or not affiliated) owned or con- 
trolled directly or indirectly by the same interests, the Com- 
missioner is authorized to distribute, apportion, or allocate 


gross income, deductions, credits, or allowances between or 
among such organizations, trades, or businesses, if he deter- 
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mines that such distribution, apportionment, or allocation is 
necessary in order to prevent evasion of taxes or clearly to 
reflect the income of any of such organizations, trades, or 
businesses.” , 
The dealings between related corporations are of 
far more concern to the various state taxing authorities. 
Most related corporations are residents of different 
states. If the corporation located in a particular state 
is not dealing properly with the related corporation 
located in another state and if such latter corporation 
is receiving undue benefit at the expense of the for- 
mer, its income may be siphoned off at the expense of 
the first corporation and the income tax collectible 
by the particular state of its residence will be reduced. 


“Arm’s Length Transactions” 


The possibility of a related corporation located out- 
side of the state being unduly benefited is recognized 
by most state’s income tax laws. Practically all of the 
states, having income taxes or franchise taxes based 
on income, make provision for the state taxing author- 
ity to request information of all the related corpora- 
tions in order that it may decide whether or not the 
business dealings between the related corporations 
are fair and, if not, to make the necessary adjustments 
to income or reduction in expenses in order to arrive 
at the proper income earned within the state. If the 
state taxing authority decides that the dealings between 
the related corporations are not on the same basis as 
they would be if the corporation in question within 
the state were dealing with unrelated corporations, 
then the questions arise as to what is a fair basis or 
what is known as an “arm’s length dealing”. Where 
there are open market quotations this question may be 
readily solved. Where the related corporation in the 
state deals in the same commodities or services with 
unrelated corporations as it deals in with related cor- 
porations, the problem is also solved fairly easily. 
However, if there are no transactions to which either 
the tax authority or the tax-paying corporation can 
refer for guidance as to what unrelated corporations 
are doing in similar circumstances, the problem 
becomes complex. 

Some taxing authorities have great faith in the 
“unitary business” theory of related corporations, in 
either a vertical or horizontal setup. Under this theory. 
they argue that no matter if the prices for goods or 
services between related corporations are proved to 
be fair, equitable, and at arm’s length, the mere fact 
that the products, from the time the raw material is 
purchased, pass from one related corporation to an- 
other in a vertical setup or, if the products are cen- 
trally .purchased for the related corporations, in a 
horizontal setup, or have central service departments. 
indicates that all such related corporations are in a “uni- 
tary business” and the only correct way to arrive at the 
income taxable within the state is to apportion the 
consolidated apportionable income. Here the tax au- 
thorities attempt to disregard the various corporate 
entities and the inter-company dealings. In these 
instances, the taxing authorities hold that no profit is 
made until the products are sold to unrelated cus- 
tomers. The taxing authorities then attempt to appor- 
tion the total income arising from sales or services to 
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Related Corporations 


outsiders. This is generally done by using an appor- 
tionment formula. 


The Three-Way Average Formula 


The most popular apportionment formula is a three- 
way, average formula. The percentage of sales made 
to outsiders through officesslocated in the state to sales 
made to outsiders by all offices is computed; the per- 
centage of all tangible property used in the business 
located within the state to all tangible property used 
in the business located everywhere is also computed ; 
the percentage of wages or cost of manufacturing 
within the state to the percentage of all wages or all 
costs of manufacturing is further computed. Then all 
three percentages are added together and divided by 
three to arrive at the percent of the total appor- 
tionable income that is to be allocated to the corpora- 
tion located within the tax authority’s state. 

Perplexed state tax authorities, who are unable to 
decide whether or not the dealings between the related 
corporations are fair, or who are unable to place their 
finger on where the dealings are unfair or who are in 
doubt as to how to prove before a court where the 
dealings are unfair, and how unfair they are, fre- 
quently, as a matter of convenience, will attempt to 
consolidate the incomes of the related corporations 
and then apportion such income according to the 
apportionment formula of their particular state. 

Whether a state tax authority attempts to consoli- 
date the incomes of related corporations under the 
“unitary business” theory or because the state tax 
authority is unable to prove unfair dealings or is 
appalled at the amount of work and data involved, 
the result of the tax-paying corporation is the same. 

It is believed that the “unitary business” theory is 
so much talked about and yet so little written about 
that it may be well to express a few ideas on it. 
Because of the great interdependence of one business 
upon another, it could be reasonably argued that the 
entire business of all business enterprises in the United 
States is a “unitary business.” The various mines, 
forests and farms and other natural resources furnish 
the raw materials. These raw materials are taken by 
thousands of businesses and fashioned into machines 
that will in turn enable other businesses to make other 
products. These businesses are also connected with 
one another through the various transportation serv- 
ices. In other words, no business is self-sustaining. 
The woodsman who cuts the tree needs an ax manu- 
factured in a factory and the factory gets the steel 









Tax Problems of Subsidiary Corporations 


as a result of iron ore and coal mining. All of them 
need overalls and shoes manufactured in other fac- 
tories who in turn need their goods and services. 


The kernel of the “unitary business” theory is that 
of capital stock ownership. No taxing authority would 
attempt to combine the income of the locally-owned hard- 
ware store with that of the United States Steel Com- 
pany and the thousands of other corporations involved 
in placing the hardware stock upon its shelves. Yet if 
the United States Steel Company owned the capital 
stock of the local hardware store, and the capital stock 
of the iron mines and coal mines, as well as the capital 
stock of the company producing the machinery for 
the steel plant, many of the state tax authorities would 
not hesitate to combine all of these functions because 
of the common capital stock ownership of the com- 
panies involved in placing a keg of nails or a mouse 
trap on the hardware store’s shelves. 

This resolves itself into a situation where the locally- 
owned hardware store will buy a keg of nails for $5.00 
and sell it for $7.00 and have a $2.00 profit thereon to 
be taxed by the state in which it is located. On the 
other hand, if this local hardware store’s capital stock 
is owned by another corporation, such as the steel 
company, which also owned the capital stocks of cor- 
porations having iron and coal mines, machine shops, 
etc., such local hardware store will have its business 
combined with its related companies which will throw 
in sales of overalls, soap, twine, paint, brooms, etc., 
and then have its income computed according to the 
amount of business and assets of the local hardware 
store compared with the combined business and assets 
of all the related corporations. It is hard. to under- 
stand how a portion of this heterogeneous brew appor- 
tioned to the state in which the hardware store is 
located will as nearly reflect the income of the local 
hardware store as the actual books and records of the 
local hardware store will reflect it, particularly if the 
dealings between the local hardware store and its 
affiliated companies have been on as fair a basis as 
they would have been if the local hardware store had 
dealt with unrelated corporations. 

Certainly mere capital stock ownership is no offense 
in itself and is no basis for any taxing authority to 
disregard the separate entities of the related corpora- 
tions. Assuming that the local hardware store had 
109 shares of common capital stock, how many shares 
would the steel company have to own in order to 
cause a state tax authority to combine the incomes 
of the related corporations? Perhaps if the steel 
company owned 10 or 15 shares of stock in the local 
hardware store, no question would be raised, but 
somewhere along the line the mere ownership of one 
additional or one less share of stock would be the 
cause of some taxing authorities considering the busi- 
ness of the related corporations as a “unitary business.” 


Mr. Walter F. Kautz is a C. P. A. and the Director of the Tax Department of 
Deere & Company and its subsidiaries. This explains his vital interest in the 
subject and his intimate knowledge of the special tax problems facing sub- 
sidiary, affiliated or related corporations. 




















































































































































































































































































































































































































If the steel corporation would dispose of all of its 
capital stock in the coal producing subsidiary and 
would continue to buy coal from that company at the 
same price as before, then the taxing authorities would 
eliminate the coal business from the “unitary busi- 
ness.” Just what percentage of the capital stock of 
the subsidiary corporation would have to be disposed 
of in order to eliminate the subsidiary corporation 
from the “unitary business” theory? Would it be 30, 
50 or 60 per cent? Somewhere along the line it would 
depend on whether the steel corporation held one 
share more or less of the coal corporation’s capital 
stock. 

Combining related corporations because of common 
stock ownership alone is unsound. A state may only 
tax income reasonably attributed to the business done 
within the state. 


If every dollar invested in tangible assets and if 
every dollar spent in salaries and wages and if every 
dollar of sales in a particular state was as productive 
as every dollar used for the same purposes outside 
the state, then no hardship would be imposed upon a 
corporation located within a particular state, provided 
that all states used the same apportionment formula. 
This, however, is seldom true. The apportionment 
formula does not take into consideration, for instance, 
whether the buildings in which the business is doné 
are owned or rented. There might be a parent and a 
subsidiary corporation doing the same type of busi- 
ness in two different states. In one state the property 
could be owned and in the other state the property 
could be rented. It can readily be seen that the state 
in which the property was owned would claim far 
more income on a consolidated or unitary basis than 
the state in which the property was rented. Even 
though both properties were owned and produced the 
same number of units of products at the same costs, 
one property might have been acquired at a high cost 
and the other property at a low cost. All other things 
being equal, the low cost property really produced 
more profit than the high cost property. Yet on a 
consolidated or unitary basis the high cost property 
which produced the lesser income would allocate more 
income to the state in which it was located than the 
low cost property which produced the greater share 
of the income would allocate to the state in which it 
was located. 


Assuming that both properties cost the same and 
were depreciated in the same amount and one prop- 
erty was located in a big city with a high wage rate 
and the other property was located in a small town 
with a low wage rate, the income produced by each 
property would differ by the difference in wages. Yet 
under a consolidated or unitary basis the factory that 
had the high wages and earned the lesser income 
would allocate to the state in which it was located 
more income, at the expense of the high income pro- 
ducing factory, merely because the wage rates were 
higher. Instead of the state having a smaller income 
to tax, which was actually earned therein because of 
the high wage rates, such high wage rates would 
actually benefit the state because the wages in that 
state would be a larger percentage of the total wages 
to be used in the apportionment formula. 


Sales Ratios Work Hardship 


The ratio of sales in one state as compared with 
the sales in all states may also work an injustice. 
Here, however, it is harder to place one’s finger on 
the wrong that would be done under a consolidated or 
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unitary basis, and there may be compensating factors. 
Products do not bring the same prices in the various 
states. Conceivably, the products of one factory could 
be sold at factory costs, and no sales profit would be 
made. Yet the state in which such factory was located 
would use the sales basis and give it a one-third weight 
in the apportionment factor. 


Savings on Large Purchases 


An argument expounded by some state tax author- 
ities is that, because of larger purchases, a share of 
the additional “savings” on the purchase of larger 
quantities should go to thg state in which one of the 
businesses of the related corporations is located. They 
try to overlook the fact, that if the factory of the cor- 
poration located in a particular state has received its 
material at the same price as other factories, then 
such factory, located in the state, has received its full 
benefit. Many times the main factories of the related 
corporations purchasing 95 per cent of the total mate- 
rial may be located outside of the state. The factory 
purchasing 5 per cent of the material may be located 
in the state in which the “unitary business” argument 
is being applied by the taxing authorities. Such author- 
ities argue that the additional 5 per cent of purchases 
made by the factory located in the state is of great 
benefit to the consolidated business. These authorities 
forget that 95 per cent of the purchases made for the 
factory located outside of the state did more for 
the factory making 5 per cent of the purchases than the 
factory making 5 per cent of the purchases did for the 
factory making 95 per cent of the purchases. The 
Wisconsin supreme court readily grasped this point. 
In the case of the Standard Oil Co. v. Wisconsin Tax 


Commission the Supreme Court of Wisconsin stated 
as follows: 


“The real basis of defendant’s argument seems to be that 
because the plaintiff company sells a large amount of its prod- 
ucts in Wisconsin, its manufacturing profits in other states are 
increased by reason of the continuity of its operations and 
increased volume of business resulting from sales made in 
Wisconsin; and for that reason some of the profits derived 
from operations carried on without the state are attributable 
to intrastate operations and so constitute income earned within 
the state and therefore taxable as Wisconsin income. * * * 

“We regard as unsound the argument submitted to sustain 
the commission’s position in this case. If the manufacturing 
profits of the plaintiff company are increased by means of sales 
operations in the state of Wisconsin, the converse is true that 
the sales operations in Wisconsin benefit by the manufacturing 
operations of the plaintiff corporation in other states. The 
argument cannot be applied one way and not the other. If it 
should appear that the manufacturing operations were con- 
ducted at a loss in other states, would it be claimed that some 
part of that loss might properly be charged to sales operations 
in the state of Wisconsin to diminish the Wisconsin income? 
We think not.” 

The matter of quantity discounts and better prices 
because of large operations is over-emphasized. When 
purchases become just so large, little if any better 
price can be obtained. If the various related corpora- 
tions obtain the same prices and if the distribution 
of the purchasing department expenses between the 
various related factories is fair and equitable, no state 
tax authority has any basis for contending that the 
corporation located in his state is not getting the full 
benefit of quantity purchases, as well as the full 
benefit of an efficient purchasing department. 

An increased market for a taxpayer’s product does 
not necessarily result in increased income. At the 
beginning and near the maturity of the expansion of 
a business, increased profits should materialize. This 
is contrasted by the fact that from the moment the 
market of the taxpayer expands, the taxpayer enjoys 
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additional income throughout the entire expansion. 
For example, if a taxpayer’s plant and shop, sales and 
administrative personnel have a capacity of 100,000 
units per year and it sells only 90,000 in its market 
area, considerable benefit might accrue, if an addi- 
tional economically sound market could be opened. 
However, if the old market should suddenly expand 
or the new market or markets should absorb more 
than the 10,000 units, then it may be necessary for 
the taxpayer to increase its plant and personnel to a 
considerable extent. It might not be sound to in- 
crease the plant capacity less than 30,000 units. The 
old market and a new market may absorb 110,000 
units. It might then be possible that until such time 
that most of the additional 20,000-unit capacity is 
absorbed, the taxpayer will not have been benefited 
by opening the new market. If it is so easy to expand 
a business and earn additional income through in- 
creased sales or lower production costs, then it is 
hard to see why every owner of a store or small busi- 
ness would not expand into the ownership of several 
stores and a national business. An increase of plant 
capacity and personnel holds real danger for any 
business. In the event of a serious decrease in busi- 
ness, which we pericdically have, it is hard, if not 
impossible, to reduce increased overhead items which 
were assumed when the business was expanded. It 
might very well be, in the long run, that a business 
would be better off in not having a market large 
enough to absorb its entire output, than to expand 
and assume an overhead so large that it might very 
well endanger the survival of the business. Certainly 
these factors should be given weight by the authorities 
and the courts to offset the argument that the open- 
ing of a new market in another state incalculably 
benefits a business long established outside of that 
state. 


Recognition of Separate Entities 


If there is no good reason to consider related cor- 
porations as a “unitary business” because the stock- 
holders are the same, and if the various related 
corporations receive full benefit of the combined pur- 
chases, then the only reason, if any, left for such 
combining of incomes is unfair or complex dealings 
between the various corporations, so that it is im- 
possible to reasonably determine how much profit has 
been made within the jurisdiction of each taxing 
authority. If the converse is true, such as a factory 
corporation selling to a sales corporation, there is 
still no valid basis for combining the incomes of the 
related corporations. If the price is wrong, then the 
price should be adjusted; if the charges for the serv- 
ices between the corporations are wrong, then such 
charges should be adjusted. 

The only instance in which corporations might be 
consolidated and treated as one business is where the 
inter-factory manufacturing is so complex that it is 
impossible to segregate such operations in order to 
arrive at the profits earned. Then a reasonable basis 
for combining the businesses and treating them as a 
unitary one could be reached and an apportionment of 
the combined income worked out. 

It is interesting to note that state income tax and 
franchise tax laws based on income, caution the tax 
administrators to have regard to the fair profits which 
could be made by the taxpaying corporation if it 
were not for any agreements, arrangements, and 


understandings made at the expense of the taxpaying 
corporation. 


Tax Problems of Subsidiary Corporations 





The taxing authorities in several of the states have 
attempted to assign income to a state by disregarding 
corporate entities and treating the related corpora- 
tions on a “unitary basis.” In some of these cases 
where the state taxing authorities have not disputed 
the inter-company sales prices or the inter-company 
charges, they have met with failure. It appears that 
it is almost necessary for a state tax authority to claim 
and prove that the prices and charges are either inten- 
tionally or unintentionally unfair. This claim is not 
often made, perhaps because it is hard to prove. 

Any taxpayer confronted with the situation where 
the tax official wishes to disregard the corporate entities 
of the related corporations, or the prices, or charges, 
made by the related corporations, should fortify him- 
self with as much evidence and as many witnesses as 
possible. The best evidence is to show the prices and 
charges that comparable unrelated corporations use 
in dealing with each other and the actual costs of any 
inter-corporate charges for necessary services. The 
taxpayer should also show that the tangible property 
located within the particular state and wages paid 
therein are not as productive as the average tangible 
property and wages paid by all the related corporations. 

It is seldom sought to tax a portion of the combined 
incomes of the related corporations if such combining 
does not produce more income and resultant tax in 
the state. If the prices and charges are reasonable, 
and fair, then it is because of some peculiar situation 
in the affected state that is the cause for such state not 
showing the same amount of income within that state 
as it would on a combined basis. It is up to the tax- 
payer to present forcibly these causes. 

Separate corporate entities are recognized for many 
purposes. They should also be recognized by state 
taxing authorities where the dealings between the 
related corporations are on a fair and equitable or 
“arm’s length” basis. 

Most state income tax laws, as well as the Federal 
income tax law, recognize the separate entities of the 
related corporations and will not disturb the dealings 
between them. That they do not attempt to assign 
more income to a state than the corporation earned 
therein is brought out in the following quoted sec- 
tions of the various state income tax laws: (Source: 
Commerce Clearing House, Inc. State and Local Tax 
Services.) 


California 


Section 14, Bank and Corporation Franchise Tax 
Act, reads as follows: 


“In the case of a corporation liable to report under this act 
owning or controlling, either directly or indirectly, another 
corporation, or other corporations, and in the case of a corpora- 
tion liable to report under this act and owned or controlled, 
either directly or indirectly, by another corporation, the com- 
missioner may require a consolidated report showing the com- 
bined net income or such other facts as he deems necessary. 
The commissioner is authorized and empowered, in such man- 
ner as he may determine, to assess the tax against either of the 
corporations whose net income is involved in the report upon 
the basis of the combined entire net income and such other 
information as he may possess, or he may adjust the tax in such 
other manner as he shail determine to be equitable if he deter- 
mines it to be necessary in order to prevent evasion of taxes 
or to clearly reflect the net income earned by said corporation 
or corporations from business done in this State.” 


Georgia 
Section 92-3209(b) of the Income Tax Law reads 
as follows: 


“When any corporation liable to taxation under this law 
conducts its business in such manner as either directly or indi- 
rectly to benefit the members or stockholders thereof, or any 
person interested in such business, by selling its products or 


399 


































































































































































































































































































































































































































































the goods or commodities in which it deals at less than the fair 
price which might be obtained therefor, or where a corporation, 
a substantial portion of whose capital stock is owned either 
directly or indirectly by another corporation, acquires and dis- 
poses of the products of the corporation so owning a substantial 
portion of its stock in such a manner as to create a loss or 
improper net income for either of said corporations, or where 
a corporation owning directly or indirectly a substantial portion 
of the stock of another corporation, acquires and disposes of 
the products of the corporation of which it so owns a substantial 
portion of the stock, in such a manner as to create.a loss or 
improper net income for either of said corporations, the Com- 
mission may determine the amount of taxable income of either 
or any of such corporations for the calendar or fiscal year, 
having due regard to the reasonable profits which, but for such 
arrangement or understanding, might or could have been ob- 
tained by the corporation or corporations liable to taxation 
under this law, from dealing in such products, goods, or com- 
modities.” 


Iowa 


Section 6943.069 of the Income Tax Law reads as 
follows: 


“4. When any corporation required to make a return under this 
division conducts the business, whether under arrangement or 
otherwise, in such manner as either directly or indirectly to 
benefit the members or stockholders of the corporation, or any 
of them, or any person or persons directly or indirectly inter- 
ested in such business, by selling its products, or the goods or 
commodities in which it deals, at less than a fair price which 
might be obtained therefrom, or where such a corporation, a 
substantial portion of whose capital stock is owned either 
directly or indirectly by another corporation, acquires or dis- 
poses of the products of the corporation so owning the sub- 
stantial portion of its capital stock in such manner as to create 
a loss or improper net income, the commission may require 
such facts as it deems necessary for the proper computation 
provided by this division, and may for the purpose of the divi- 
sion determine the amount which shall be deemed to be the 
entire net income of the business of such corporation for the 
calendar or fiscal year, and in determining such entire net 
income the commission shall have regard to the fair profits 
which, but for any agreement, arrangement or understanding, 
might be or could have been obtained from dealing in such 
products, goods or commodities.” 


Kansas 


Section 79-3219(b) of the Kansas law reads as 
follows: 


“Tn case of two or more businesses, whether or not incorpo- 
rated and whether or not organized in Kansas, owned or con- 
trolled directly or indirectly by the same interests the tax 
commission may distribute or allocate the gross income and 
deductions between or among such businesses or may require 
returns on a consolidated basis if deemed necessary in order 
to prevent evasion of taxes and to clearly reflect the income.” 


Minnesota 


Section 290.34 of the Income Tax Law reads as 
follows: 


“Special provisions for corporations—Conducting business in 
such a way as to create losses or improper net income.—1. When 
any corporation liable to taxation under this chapter conducts 
its business in such a manner as, directly or indirectly, to benefit 
its members or stockholders or any person or corporation inter- 
ested in such business or to reduce the income attributable to 
this state by selling the commodities or services in which it 
deals at less than the fair price which might be obtained there- 
for, or buying such commodities or services at more than the 
fair price for which they might have been obtained, or when 
any corporation, a substantial portion of whose shares is owned 
directly or indirectly by another corporation, deals in the com- 
modities or services of the latter corporation in such a manner 
as to create a loss or improper net income or to reduce the 
taxable net income attributable to this state, the commissioner 
of taxation may determine the amount of its income so as to 
reflect what would have been its reasonable taxable net income 
but for the arrangements causing the understatement of its 
taxable net income or the overstatement of its losses, having 
regard to the fair profits which, but for any agreement, arrange- 


ment, or understanding, might have been or could have been 
obtained from such business.” 
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North Dakota 


Section 2346a7 (4) of the North Dakota law reads 
as follows: 


“When any corporation required to make a return under this 
Act conducts the business, whether under agreement or other- 
wise, in such manner as either directly or indirectly to benefit 
the members or stockholders of the corporation, or any of them, 
or any person or persons, directly or indirectly interested in 
such business by selling its products or the goods or commodi- 
ties in which it deals at less than a fair price which might be 
obtained therefor, or where such a corporation, a substantial 
portion of whose capital stock is owned either directly or indi- 
rectly by another corporation, acquires and disposes of the 
products of the corporations so owning the substantial portion 
of its capital stock in such manner as to create a loss or im- 
proper net income, the Tax Commissioner may require such 
facts as he deems necessary for the proper computation pro- 
vided by this Act, and may for the purpose of the Act determine 
the amount which shall be deemed to be the entire net income 
of the business of such corporation for the calendar or fiscal 
year, and in determining such entire net income the Tax Com- 
missioner shall have regard to the fair profits which, but for 
any agreement, arrangement or understanding, might be or 
could have been obtained from dealing in such products, goods 
or commodities.” 


Oklahoma 


Section 878(i) of the Income Tax Law reads as 
follows: 


“Where any corporation liable to taxation under this Act 
conducts its business, under agreement or otherwise, in such 
manner as directly or indirectly to benefit the members or 
stockholders of the corporation or any of them, or any person 
or persons, directly or indirectly interested in such business, 
by selling its products or the goods or commodities in which 
it deals at more or less than a fair price which might be ob- 
tained therefor, or where a corporation, a substantial portion 
of whose capital stock is owned either directly or indirectly 
by another corporation acquires and disposes of the products 
of the corporation so owning the substantial portion of its cap- 
ital stock in such manner so as to create a loss or improper net 
income, the Commission may require such facts as it deems 
necessary for the proper computation, and may for such pur- 
pose determine the amount which shall be deemed to be the 
entire net income of the business of such corporation for the 
taxable year, and in determining such entire net income, the Com- 
mission shall have regard to the fair profits which but for 
such agreement, arrangement, understanding or policy, might 
be or could have been obtained from dealing in such products, 
goods or commodities.” 


Oregon 


Section 110-1525 of the Oregon Corporation Excise 
Tax Law reads as follows: 


“(Determining net income where tax evasion arrangements 
exist: Consolidated returns of affiliated corporations: Corpo- 
rations deemed affiliated: Estimation of income where corpo- 
ration fails to file consolidated return.) (a) When any taxpayer 
conducts its business in such a manner as either directly or 
indirectly to benefit its members or stockholders or any person 
or corporation interested in such business or to reduce the in- 
come attributable to this state by selling the commodities or 
services in which it deals at less than the fair price for which 
they might have been obtained therefor, or buying commodities 
or services at more than the fair price for which they might 
have been obtained, or by any other arrangement, whether by 
agreement or otherwise, the commission may determine the 
amount of its income so as to reflect what would have been its 
reasonable taxable net income but for such arrangement, hav- 
ing regard to the fair profits which, but for any agreement, 
arrangement, or understanding, might have been or could have 
been obtained from such business.” 


South Carolina 


Section 2454(3) of the South Carolina law reads as 
follows: 


“Where the Tax Commission has reason to believe that any 
taxpayer so conducts the trade or business as either directly 
or indirectly to distort his true net income and the net income 
properly attributable to the State whether by the arbitrary 
shifting of income, through price fixing, charges for service of 
otherwise, whereby the net income is arbitrarily assigned to 
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one or another unit in a group of taxpayers carrying on business 
under a substantial common control, it may require such facts 
as it deems necessary for the proper computation of the entire 
net income and the net income properly attributable to the 
State and in determining the same the Tax Commission shall 
have regard to the fair profits which would normally arise from 
the conduct of the trade or business.” 


Virginia 
Section 59 of the Tax Code reads as follows: 


“Parents and subsidiaries —Where any corporation liable to 
taxation under this chapter, by agreement or otherwise con- 
ducts the business of such corporation in such manner as either 
directly or indirectly to benefit the members or stockholders of 
the corporation, or any of them, or any person or persons 
directly or indirectly interested in such business by either 
buying or selling its products or the goods or commodities in 
which it deals at more or less than a fair price which might be 
obtained therefor, or where such a corporation sells its prod- 
ucts, goods, or commodities to another corporation or acquires 
and disposes of the products, goods, or commodities of another 
corporation, in such manner as to create a loss or improper 
net income, and such other corporation by stock ownership, 
agreement, or otherwise, controls or is controlled by the cor- 
poration liable to taxation under this chapter, the Department 
of Taxation may require such facts as it deems necessary for 
the proper computation provided by this chapter, and may for 
the purpose determine the amount which shall be deemed to be the 
entire net income of the business of such corporation for the 
taxable year, and in determining such entire net income, the 
department shall have regard to the fair profits which, but for 
any agreement, arrangement or understanding, might be, or 
could have been obtained from dealing in such products, goods 
or commodities.” 


Wisconsin 


Section 71.25 of the Income Tax Law reads as 
follows: 


“Corporate tax evasion prevented—(1) When any corpo- 
ration liable to taxation under this act conducts its business in 
such a manner as either directly or indirectly to benefit the mem- 
bers or stockholders thereof or any person interested in such 
business, by selling its products or the goods or commodities in 
which it deals at less than the fair price which might be obtained 
therefor, or where a corporation, a substantial portion of whose 
capital stock is owned either directly or indirectly by another 
corporation, acquires and disposes of the products of the cor- 
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poration so owning a substantial portion of its stock in such 
a manner as to create a loss or improper net income, the com- 
mission may determine the amount of taxable income of such 
corporation for the calendar or fiscal year, having due regard 
to the reasonable profits which, but for such arrangement or 
understanding might or could have been obtained from dealing 
in such products, goods or commodities.” 

In these income tax laws, of representative states, a 
repetitive similarity of several points is apparent. 
These points are as follows: 


1. The taxing authorities have the right to 
request all of the information that they deem 
necessary as to the dealings between corpora- 
tions related through stock ownership. 


2. The taxing authorities may adjust the in- 
come of the tax-paying corporation located within 
the jurisdictions until there is no arbitrary shift- 
ing of income through price-fixing, charges for 
service, or otherwise. 


3. The taxing authorities shall have regard to 
the fair profit which would normally arise from 
the conduct of the taxpayer’s corporation. 


4. It is left to the judgment of the taxing 
authorities as to the method of computation of 
the profit that may fairly be attributed to the 
business done within the state. Perhaps because 
of the pitfalls encountered in disregarding cor- 
porate entities, inter-company contracts, prices 
and charges, and the necessity of limiting the income 
earned within the state to that income alone, it 
has been left to the judgment and bargaining 
ability of the taxing authorities as to what pro- 
cedure to follow when dealing with a taxpaying 
corporation related to other corporations located 
outside of the jurisdiction of the particular state. 


Disregard of corporate entities, inter-corporate con- 
tracts, inter-corporate prices and charges, and allo- 
cating income to the state larger than that reported 
by the taxpaying corporation that gives rise to these 
many tax problems. [The End] 


SIMPLICITY 


R. FRANK I. FORD, an attorney in San Francisco, sends us the following 
clipping of interesting material on the complexities of tax laws and the almost 
universal cry for simplification in the interest of the taxpayer. 


“In 1923 the Income Tax Act ran into 44 pages, but the amendments including those recently added, 
will increase these to 160. Moreover, the continuous passing of amendments to close up loopholes through 
which certain taxpayers might escape the burden of the tax has made the Act resemble a wartime shirt 
with patches on the patches. It would appear when the Act reached the dimensions of the Encyclo- 
pedia Britannica that it will only provide a vaster field for amendment. 


“When Mr. W. M. Hughes introduced the bill incorporating the famous ‘curve of the third degree’ 
—an ominous title—he admitted that despite careful study that he could not understand it. 


“Taxation experts have admitted that the Act has reached the stage of complexity far beyond the 
capacity of human understanding. Even when they used the ‘backwards method’ and start with knowl- 
edge of what the government is trying to do, they still find many clauses incomprehensible. Companies 
are consequently asked to make decisions in the dark which seriously affect their liability. 


“Some of the sentences in the Act run into 16 lines and even to determine the grammatical structure 
let alone the meaning becomes a severe mental exercise. No wonder that a gospel so apocryphal de- 
mands a concordance. Rulings on interpretations by the Commissioner cover thousands of sheets of paper.” 


Having read this far there may be some doubt in your mind as to whose tax law is 

















































































Tax Problems of Subsidiary Corporations 


being called an “apocryphal gospel.” So we hasten to assure you that it is not ours. It is 
the Australian. Although much of the criticism of their law is applicable to ours and 
the history of its growth, in part, parallels the Internal Revenue Code. Ironically enough 
our law is cited for its simplicity where the author of the article bemoans the scientific 
aspects of his own Australian system. Perhaps ours is a simple law and we just don’t see it. 

“Although reputed to be the most scientific in the world, the Australian system has abandoned all 
pretense at simplicity. In most other countries the rates are sufficiently simple to make possible self assess- 


ments. In Canada and the United States, for instance, a person prepares his return, works out the amount 
of tax and sends in a check and return together. The Department has merely to check the calculation.” 


As simple as that—that is if you don’t place emphasis on the phrase “works out the 
amount of that tax”. 



























































































































































































































































































































The South-Eastern Underwriters’ Decision 


By GEORGE D. BRABSON 


This Sherman Anti-trust Act case made history because of its significance in the 


matter of Federal control over insurance companies, but as this author points out 


it is an extremely important case also for its tax aspects. 


Attorney for the Ohio Oil Company. 


HE DECISION of the Supreme Court in the 
now notable case of South-Eastern Underwriters 
Association,’ decided on June 5, 1944, involves 

ostensibly the one question whether or not fire insur- 

ance companies domiciled in New York and doing 
business in the southeastern states were subject to 
indictment under the Sherman Anti-trust Act, and on 
its face has no tax significance whatever. That is, of 
course, a superficial view. A careful reading of the 
hearings before the Temporary National Economic 

Committee, a Congressional committee which held 

hearings over a period of months in 1939-1940, throws 

some light on the subject. The speeches and articles 
written by some of the leading spokesmen for certain 

Federal agencies are also somewhat illuminating of 

the underlying importance of the decision. 


From these sources there would appear to be some 
evidence that the South-Eastern Underwriters case is 
the result of a preconceived effort to assert Federal 
jurisdiction and authority over the entire field of 
insurance. Jurisdiction in this connection means the 
right to control and regulate, and, of course, that is 
where taxation comes into the picture. For it is one 
of our oldest Federal principles that where there is 
power to regulate commerce there is also power to 
levy taxes thereon—theoretically, perhaps, for the pur- 
pose of regulation, but in actual practice a line of 
demarcation hard to find. 

This principle had its beginnings in some of the 
very early decisions of the Supreme Court, turning on 
questions of how and where to draw the line between 
the constitutional power of the Federal Government 
to regulate foreign and interstate commerce on the 
one hand, and the power of the several states to police 
and tax the instruments of commerce, on the other 
hand. Some of these early decisions established what 
seemed at first a rigid constitutional principle, that 
since the Constitution has given to Congress the power 
to regulate foreign and interstate commerce, that power 
is exclusive as to subjects which are national in char- 
acter and scope, or admit only of one uniform system 
or plan of regulation.? It was also early held that 
where the power of Congress to regulate is exclusive, 
the failure of Congress to act indicates its will to leave 
the subject free of regulation, and hence the states 
may not regulate such subjects except in matters of 
local concern.’ 


On the other side of the question the Supreme Court 
also had numerous cases presented to it involving the 
rights of the several states to impose licenses and 
require fees of a person or corporation engaged in 
commerce. It early held that no state can compel a 
person or corporation to pay for the privilege of 
engaging in interstate commerce.* In certain other 
decisions, however, it qualified that rule by stating 





112 Law Week 4451, 64S. Ct. 1162. 

2 Brown v. Maryland, 25 U. S. 419; Ward v. Maryland, 79 U. S. 418 

3 Gibbons v. Ogden, 22 U. S. 1; Passenger Cases, 48 U. S. 283. 

4 Gloucester Ferry Co. v, Pennsylvania, 114 U. S. 196; Robbins v. 
Shelby County Taxing District, 120 U. S. 489; Leloup v. Port of 
Mobile, 127 U. S. 640. 


402 





Mr. Brabson is the Tax 


that this immunity does not prevent a state from im- 
posing licenses and collecting license fees therefor, 
from imposing property taxes on property located or 
having a situs within its boundaries although em- 
ployed in interstate commerce, and even in levying a 
property tax upon the franchise of such a corpora- 
tion.® 

Thus, even in these early stages the Court began to 
sense the difficulty in determining where to draw a 
line between those subjects or portions of subjects 
which were admitted to fall within the Federal juris- 
diction, and those which the states or political sub- 
divisions claimed the right to regulate and to tax as 
matters of local concern. Certain of these cases dealt 
with the rights of the states to require licenses and 
fees from the vendors of spirituous liquors ;° with the 
power of a state to impose a charge or fee upon a 
vessel in navigable waters for failure to take on a state 
licensed pilot, the fee to be used for the support of 
“Distressed and Decayed Pilots, their Widows and 
Children” ;* with the right of a state to authorize its 
private citizens to erect dams across navigable streams 
within the tidal waters of the state;* the right of a 
state to impose fees for the inspection and regulation 
of certain types of vessels plying navigable waters 
within the state.® The right of the state to impose 
such licenses and fees was recognized in each of these 
cases as a proper exercise of police power. 


Even in matters of such national concern as the 
licensing of the manufacture of distilled liquors and 
the collection of internal revenue thereon, it was found 
necessary to recognize the co-existing authority in the 
states. In those cases it was found that the fees which 
the states were imposing were not intended as rev- 
enue measures but as a means of regulating the par- 
ticular trade or business involved, and the Supreme 
Court, in considering that angle, was constrained to 
hold that such impositions were within the police 
powers reserved to the states. Thus, it was held that 
the State of California might legally impose a license 
upon vendors of intoxicating liquors; '° that the State 
of Nebraska might impose a heavy license upon the 
vendors of liquor and restrict the licenses to residents 
of that state;™! that the State of Michigan might 
impose a heavy license fee upon the sale of liquors by 
druggists for certain purposes, and prohibit the sale 
thereof by anyone else within the state.?? 

Almost, if not quite so early, we find the courts, 
state and Federal, deciding when and under what cir- 
cumstances a state might impose a charge in the 
nature of a tax for purposes of raising revenue. Even 
in the case of Gibbons v. Ogden, supra, Chief Justice 
Marshall, in one of his greatest opinions, stated that 





5 Delaware R. R. Tax Case, 18 Wall. 206; Postal Tel. & Cable Co. 
v. Adams, 155 U. S. 688; The License Cases, Cit. seq. 

® The License Cases, 5 Howard 504. 

7 Cooley v. Board of Wardens of Philadelphia, 12 Howard 299. 

8 Wilson v. Black Bird Creek Marsh Co., 2 Peters 245. 

® Kelly v. State of Washington, 302 U.S. 1. 

10 Crowley v. Christensen, 137 U.S. 86. 

11 Mette v. McGuckin, 37 L. Ed. 934. 

12 Eberle v, Michigan, 232 U. S. 700. 
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the states have reserved to themselves broad powers 
over “that immense mass of legislation which embraces 
everything within the territory of a state not sur- 
rendered to the general government. Inspection laws, 
quarantine laws, health laws of every description, as 
well as laws for regulating the internal commerce ofa 
state * * * are component parts of this mass.” 


So we find the Supreme Court deciding as early as 
1830 that a state might impose a tax for revenue pur- 
poses upon the capital stock of every bank within the 
state (except the Bank of the United States), basing 
its decision upon the principle that the power of the 
state to tax is a sovereign power, and unless specif- 
ically ceded to the Federal Government it extends to 
all the property and business within the state which 
are not properly denominated as the means of the 
Federal Government.” To the same effect are Charles 
River Bridge v. Warren Bridge,'* Nathan v. Louisiana, 
and Van Allen v. Assessors.*® 

In the case of State Tax on Railroad Gross Receipts," 
the Supreme Court upheld an act of Pennsylvania 
imposing a tax on the gross revenues of certain com- 
panies, including interstate railroads. The tax was 
sustained on the ground that it was imposed only after 
such receipts had become mingled with other revenues 
of the taxpayer. 

It is apparent from 
the foregoing discussion 
that under the limita- 
tions in our Constitu- 
tion commerce appears 
to be divided into two 
broad categories or 
fields. First is the field, 
usually designated as 
interstate and foreign 
commerce, in which the 
power of Congress is 
in theory complete and 
exclusive. Second is 
the field usually desig- 
nated as internal or in- Left to right, front row: Associate 
trastate commerce, inf, Ropers; ‘Chigtfosuce arian 
which the power of the 
states is in theory com- 
plete and exclusive. But all commerce, regardless 
of its’extent or scope, must have an inception or 
beginning which is localized in character, and hence 
somewhere .in between is a sort of twilight zone in 
which the states have authority to regulate and tax 
unless and until Congress sees fit to legislate other- 
wise. The great difficulty, of course, lies in determin- 
ing where the line runs—when commerce ceases to be 
purely internal or purely national in character, and 
enters into the zone of concurrent jurisdiction. 


Within that zone apparently a state may impose a 
charge upon the person or the property that is en- 
gaged in such commerce where such charge is for the 
purpose of inspection, quarantine, sanitation, health, 
safety, public welfare and so on, and such are deemed 
to be an exercise of its police power. Or a state may 
impose a charge upon the person, property or fran- 
chise of those engaged in such commerce provided the 
charge is not levied upon imports, exports or tonnage, 
or upon transportation to or from other states, even 
though such charges are held to be for revenue pur- 


‘8 Providence Bank v. Billings, 4 Peters 514. 
'f11 Peters 420. 

'S § Howard 73. 

* 3 Wall. 573. 

‘715 Wall, 293. 
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THE SUPREME COURT OF THE UNITED STATES 
P omg Stanley F. Reed and Owen 


Back row: Associate Justices Robert 
H. Jackson, William O. Douglas, Frank Murphy and Wiley B. Rutledge. 


poses and are in effect an exercise of the taxing 
power."® 


On the other hand, whenever it is determined that 
a particular activity is a matter of national concern or 
is a subject which is national in character and admits 
of only one uniform system or plan of regulation, then 
the power of Congress over that subject is supreme 
and all state and local regulation must give way.’® 


It is believed that the doctrine as above stated is 
borne out by decisions of the-Supreme Court which 
have been rendered over a long period of years.”° The 
constitutional principle behind this doctrine was well 
expressed by Chief Justice Waite in the famous case 
of Munn v. People of Illinois, cited above, where the 
question presented was whether the State of Illinois 
could fix maximum charges for the storage of grain in 
warehouses within the state regardless of the owner- 
ship of the grain or the fact that it was eventually to 
be shipped outside the state. Said Justice Waite: 


“When the people of the United Colonies separated from 
Great Britain, they changed the form, but not the substance, 
of their government. They retained for the purposes of gov- 
ernment all the powers of the British Parliament and, through 
their State Constitutions or other forms of social compact, 
undertook to give practical effect to such as they deemed 
necessary for the common good and the security of life and 
property. All the powers 
which they retained they 
committed to their respec- 
tive States, unless in ex- 
press terms or by 
implication reserved to 
themselves. Subsequently, 
when it was found neces- 
sary to establish a national 
government for national 
purposes, a part of the 
powers of the States and 
of the people of the States 
was granted to the United 
States and the people of 
the United States. This 
grant operated as a further 
limitation upon the powers 
of the States, so that now 
the governments of the 
States possess all the pow- 
ers of the Parliament of 
England, except such as 
have been delegated to the 
United States or reserved 
by the people. The reservations by the people are shown in 
the prohibitions of the constitutions.” 

The Federal Government has just as plenary and 
complete power over what is now judicially recog- 
nized as interstate commerce as the several states 
have over what is now judicially recognized as in- 
ternal commerce of a state.24 And while the Consti- 
tution confers upon the Congress the power to regulate 
commerce with foreign nations and among the several 
states, that grant of power in the decisions heretofore 
referred to, has been construed to confer upon Congress 
a taxing power as well. 

So it is we find Justice Bradley, in the case of Phila- 
delphia etc. Steamship Co. v. Pennsylvania*® stating, 
with reference to a tax imposed on the gross receipts 
of a steamship company, that: 
~ 8 Minot v. Philadelphia etc. R. R. Co., 18 Wall. 206. 

1% Minnesota Rate Cases, 230 U.S. 352. 

2” Dobbins v. Erie County, 41 U. S. 435; Munn v; Illinois, 94 U. S. 
113; Woodruff v. Parham, 8 Wall. 136. There are innumerable cases 
holding that the states may impose license or privilege taxes on 
persons or corporations engaged in particular occupations even 
though they conduct what is preponderantly an interstate business; 
and that a state may even prohibit such an occupation altogether 
within its boundaries. See Armour Packing Co. v. Lacy, 200 U. S. 
226; Southeastern Express Co. v. Montana, 233 U. S. 331. A state 
may carry out such a policy in a revenue law as well as in a police 
law. Quong Wing v. Kirkendall, 223 U.S. 59. 


21 Northern Securities Co, v. United States, 193 U. S. 197. 
2 122 U.S. 326. 
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“This transportation was an act of interstate and foreign 
commerce. It was the carrying on of such commerce. It 
was that and nothing else. In view of the decisions of this 
court it cannot be pretended that the state could constitution- 
ally regulate or interfere with commerce. But taxing is one 
of the forms of regulation. It is one of the principal forms.” 

In the case of Gloucester Ferry Co. v. Pennsylvania, 
above cited, we find Justice Field saying that “the 
power to regulate commerce, as well as commerce 
with foreign nations, vested in Congress, is the power 
to prescribe the rules by which it shall be governed— 
that is the conditions upon which it shall be con- 
ducted; to determine when it shall be free, and when 
subject to duties or other exactions.” To the same 
effect are Welton v. Missouri,”= Mobile v. Kimball,?* and 
Brown v..Houston.,® 


Power to Regulate Distinguished from 
Power to Tax 


In this connection it will be observed that in Gib- 
bons v. Ogden, Justice Marshall distinguished between 
the power to regulate commerce and the power to levy 
taxes, duties, etc., and pointed out that the two powers 
are granted under separate clauses of the Constitu- 
tion. It should be noted, of course, that Justice Marshall 
was speaking of the power of Congress to levy taxes 
as a power to raise revenue, and he was not attempt- 
ing to define that power as one of regulation. Justice 
Marshall was simply saying that under the terms of the 
Constitution, Congress has the power to regulate com- 
merce and it has the power to levy taxes, duties, imposts 
and excises; that the two are separate, substantive 
powers conferred under separate clauses or grants, and 
that the power given to tax is a distinct and independent 
power which does not stem from nor depend for its 
validity upon the power to regulate commerce. 


But it is also important to note that Justice Mar- 
shall did not say that the power to regulate commerce 
does not include in its terms a power to levy taxes and 
other charges. Indeed, in that same opinion Justice 
Marshall rightly observed that the power to regulate 
commerce had always been understood by the framers 
of the Constitution to include the power to levy taxes 
and duties. Said Justice Marshall in that case: 


“The right to regulate commerce, even by the 


imposition 
of duties, was not controverted. * * *” 


Once it is conceded that the ordinary carrying on of 
a particular business constitutes interstate commerce, 
it becomes almost impossible to define the limitations 
of the power of the Federal Government over it. Once 
touched with the tincture of that colorful phrase, “in- 
terstate commerce,” there is no resistance to its all 
encompassing jurisdiction. Congress may declare forth- 
with that it is a matter of such national interest, so 
nationwide in its scope and character, so clearly an 
enterprise of “greatest public concern,” that it “ad- 
mits of only one uniform system or plan of regulation” 
and hence the power of Congress must be deemed to 
” exclusive over it. The foundation for such a claim 
has already been laid in the numerous references and 
offside remarks as to the size and nature of the insur- 
ance business, found in the opinion of Justice Black 
in the South-Eastern Underwriters case. The footnotes 
to the opinion are also equally suggestive. 
Let us have no delusions as to the nature and extent 
of the power to regulate commerce as it applies to the 
business of insurance, in view of the decision of the 








391 U.S. 347. 
4102 U.S. 691. 
% 114 U.S. 622. 
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Supreme Court in that case. Even if it be conceded 
that the power of Congress under the Commerce 
Clause is one of regulation only, there is sufficient 
taxing authority carried and implied in and under that 
power to render it of vital consequence. 

In passing upon the judicial policy of admitting 
the validity of the reversal of prior decisions of the 
Supreme Court by a minority court—it need only be 
said that for over a hundred years our Supreme Court 
has heretofore studiously avoided such a faux pas. 


As to the soundness of the decision, it should be 
noted to start with that the question decided by Justice 
Black was not really before the Court. As pointed out 
point blank and with no apologies by Chief Justice 
Stone in his dissenting opinion: 

“The question which the Government has raised advisedly 
it would seem, by the indictment in this case, and as inter- 
preted by the District Court below, are quite different from 
the question discussed in the Court’s opinion, whether the 
incidental use of the facilities of interstate commerce and 
transportation in the conduct of the fire insurance business 
renders the business itself ‘commerce’ within the meaning of 
the Sherman Act and the Commerce Clause.” 

The case was before the Supreme Court upon direct 
appeal from the District Court’s judgment dismissing 
the indictment brought by the Government. But the 
District Court neither decided nor discussed the ques- 
tion whether or not the business of insurance con- 
stituted interstate commerce. Indeed, the District Court 
refused to consider that question, saying that it was 
not before the Court for decision. 


And again, after pointing out that neither the Dis- 
trict Court nor the Government had contended that 
the business of insurance constituted interstate com- 
merce, the Chief Justice quoted with approval the 
statement of the District Court that: 

“It is not a question as to whether or not Congress had power 
to regulate the insurance companies or some phase of their 


activities, but rather whether Congress did so by the Sherman 
Act.” 


So to start off with, we have a decision by a minority 
of the Supreme Court, deciding a question which was 
not presented to the trial court as an issue, was not 
considered as an issue in the case by either party, and 
apparently was not contended for even by Govern- 
ment counsel which brought the indictment. 

In the next place, we find the decision of the Supreme 
Court resting upon a misconception of one of the most 
elemental principles of the doctrine of regulation under 
the Commerce Clause. It is quite fundamental that 
there may be numerous acts connected with any sort 
of business, which acts taken of themselves are sub- 
ject to the commerce power. The physical carrying of 
a policy of insurance obtained in one state and taken 
across state lines into another state, or the use of the 
mails for the same purpose, would constitute acts of 
interstate transportation, and therefore such acts would 
constitute interstate commerce. These acts may be 
incidental to the business in question and even neces- 
sary to its existence to a large extent. But the fact 
that these incidental acts, if performed, are themselves 
clearly acts of commerce between the states, has never 
been construed to render the business, to which they 
are incidental, a part of such commerce.”* Quite to the 
contrary, the Supreme Court has held in numerous 
cases dealing with a wide variety of subjects that any 
business transaction, though completely local in char- 
acter, may be the starting point for some act of inter- 
state commerce such as transportation from one state 





*% Western Livestock Co. v. B. I. R., 
v. Mobile County, 209 U. S. 405; 
Deer Lodge County, 231 U. S. 495. 
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to another, but that act does not transform the busi- 
ness transaction itself into interstate commerce. As 
the Supreme Court said in the case of Hooper v. 
California: ?* 

“If the power to regulate interstate commerce applied to 
all the incidents to which said commerce might give rise and 
to all contracts which might be made in the course of its 
transaction, that power would embrace the entire sphere of 
mercantile activity in any way connected with trade between 
the states; and would exclude state control over many con- 
tracts purely domestic in their nature. The business of insur- 
ance is not commerce. The contract of insurance is not an 
instrumentality of commerce. The making of such a contract 
is a mere incident of commercial intercourse, and in this respect 
there is no difference whatever between insurance against fire 
and insurance against ‘the perils of the sea.’” 

The basic rule underlying these decisions is a simple 
one. The execution of a contract between private per- 
‘sons or corporations which does not require or con- 
template the performance of an act or acts which are 
themselves in interstate commerce, does not consti- 
tute interstate commerce.** This is so regardless of 
the fact that the contract may be negotiated between 
citizens of different states or by an exchange of com- 
munications across state lines.”® 

As Justice Stone aptly remarked in the course of 
his dissenting opinion: 

“If an insurance company in New York executes and deliv- 
ers, either in that state or another, a policy insuring the owner 
of a building in New Jersey against loss by fire, no act of 
interstate commerce has occurred. True, if the owner comes to 
New York to procure the insurance or after delivery in New 
York carries the policy to New Jersey, or the company sends 
it there by mail or messenger, such would be acts of interstate 
commerce. * * * But the power of the Congress to regulate 
them is derived, not from its authority to regulate the busi- 
ness of insurance, but from its power to regulate interstate 
communication and transportation. And such incidental use 
of the facilities of interstate commerce does not render the 
insurance business itself interstate commerce.” 

Later in his opinion the Chief Justice added a remark 
which may prove of great significance to industry in 
general, if the decision in the South-Eastern Under- 
writers case is allowed to stand. Said the Chief Justice: 

“These principles are not peculiar to insurance contracts. 
* * * The mere formation of a contract to sell and deliver 
cotton or coal or crude rubber is not in itself an interstate 
transaction and does not involve any act of interstate commerce 
because cotton, coal and crude rubber are subjects of interstate 
or foreign commerce, or because in fact performance of the 
contract may not be effected without some precedent or sub- 
sequent movement interstate of the commodities sold, or 
because there may be incidental use of the facilities of inter- 


state commerce or transportation in the formation of the 
contract.” 


Probably the basic misconception in the Court’s 
opinion lies in its assumption that since policies of 
insurance are no more intangible in their nature than 
are millions of contracts for the sale of other sorts of 
intangibles, such as securities, that therefore the mak- 
ing of contracts of insurance ought to be governed by 
the same principles so far as interstate commerce is 
concerned. The mistake was a natural one to make. 
In the earlier cases in which the doctrine was first 
considered the Court distinguished between “contracts of 
insurance” and “articles of commerce ;” said that such 
contracts are not subjects of trade and barter, offered 
in the market as something having an existence and 
value independent of the parties thereto, and are not 
commodities to be shipped from one state to another. 

In many cases later decided the Supreme Court held 
that contracts for the sale and delivery of lottery 
tickets, securities of all kinds and similar evidences of 
property were subject to Federal regulation under the 





77155 U. S. 648; cited with approval in Ware ¢ Leland v. Mobile 
County, supra, where numerous cases, state and Federal, are cited. 
*% Justice Day in Ware & Leland v. Mobile County, supra. 
* New York Life Insurance Co. v. Cravens, 178 U. S. 389. 
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Commerce Clause, regardless of their intangible na- 
ture. But the point is, of course, that the intangible 
nature of these subjects was not the ratio decedendi of 
either group of cases. It is perfectly obvious that com- 
merce between the states is not confined to tangible 
property which has a physical. movement between 
two states. The point is that a contract for the sale of 
anything tangible or intangible cannot be deemed in 
commerce between the states unless its execution con- 
templates the movement of something or the doing 
of something in such commerce either prior to the 
execution of the contract or subsequent thereto.*° 
The intangible character of the contract has nothing 
to do with the final decision of the question. It is the 
fact that an insurance contract has no existence or 
value apart from the parties to it that is of significance. 


Many Authorities Hold Insurance Not 
Interstate Commerce 


There is such eminent legal authority holding that 
the business of insurance does not constitute inter- 
state commerce that we cannot but be impressed with 
the hardihood of a minority Court in overruling these 
monumental precedents. Justice Field, in the pioneer 
case of Paul v. Virginia, supra, decided in 1869, held 
that the issuance of a contract of insurance is not a 
transaction of commerce. Chief Justice Waite, in 
Hooper v. California, reviewed the whole relationship 
between the insurer and the insured and held that 
perforce thereof “The business of insurance is not 
commerce. The contract of insurance is not an instru- 
mentality of commerce.” The Supreme Court, in 1913, 
was again urged to reconsider the whole doctrine in New 
York Life Insurance Co. v. Deer Lodge County,** in 
view of later decisions of the Court dealing with changed 
economic and political conditions. Justice McKenna, 
after thoroughly reviewing the authorities, state and 
Federal, and after an exhaustive survey of the principles 
of regulation under the Commerce Clause, reaffirmed 
the doctrine in vigorous and unequivocal language. 

Chief Justice Taft, in 1922, was asked to hold that 
the business of crop insurance, due to its growth and 
size and the number of citizens involved, was “affected 
with a public interest.” He so ruled but held that it 
was business of such local character that it was peculiarly 
subject to regulation by the states.*? 

Justice Brandeis was called upon in Bothwell v. 
Buckbee-Mears Company * to decide one of the most 
searching and embarrassing questions arising out of 
this doctrine—whether or not a state may require a 
foreign insurance company to comply with its licens- 
ing regulations and to deny access to its courts to 
those companies which failed to comply with such 
regulation. Justice Brandeis considered the whole 
question as to what is embodied in a contract of insur- 
ance and unhesitatingly held that “a contract of insur- 
ance, although made with a corporation having its 
office in a state other than that in which the insured 
resides and in which the interest of insured is located, is 
not interstate commerce,” and hence a state could pro- 
hibit the company from doing business in the state 
without first complying with the prescribed regula- 
tion, and could deny access to its courts likewise. 

It is in the face of such authority as this that Justice 
Black calmly proceeds to declare that insurance con- 
tracts are no more intangible than electrons and infor- 
mation which, as telephone and telegraph messages, 





3% New York Life Insurance Co. v, Cravens, 178 U. S. 389. 

31 231 U.S. 495. 

82 National Union Fire Insurance Co, v. Wanberg, 260 U. S, 71, 
33 275 U. S. 274. 
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are subject to regulation under the Commerce Clause, 
and to say that it is therefore difficult to hold that the 
activities of an insurance company do not constitute 
interstate commerce. He refers in several places to 
the long line of eminent authority, above quoted and 
cited, simply as “the Paul generalization.” 

The significance of the decision in the South-Eastern 
Underwriters case may well be felt in fields other than 
insurance. If the principle for which the decision stands 
is adopted by Congress, there will be no barriers left 
for the protection of contracts for the sale of real 


estate between citizens of different states. Thus the 
last remaining source of taxation left to the states 
may eventually become subject to Federal tax levies. 

It hardly seems likely that the opinion in this case 
will be allowed to stand. Justices Reed and Roberts 
did not participate in the case. If called upon to con- 
sider the case they are more likely to take a judicial 
position rather than a political attitude. If so we may 
have a new decision in the case based on a doctrine 
established for seventy-five years, as well as on the 
principle of stare decisis. [The End] 





United States-Canadian 


The United States and Canada signed a Death Tax 
Convention at Ottawa, Canada, on June 8, 1941, to 
avoid double taxation and to prevent fiscal evasion 
in the case of Federal estate taxes and Dominion suc- 
cession duties. The Convention becomes operative 
when it has been ratified by both countries. The 
Senate has not yet acted on it. 

At the time the Tax Convention was tabled in the 
Canadian House of Commons the Honorable C. W. G. 
Gibson, Minister of National Revenue, gave the fol- 
lowing brief outline of its provisions: 

Both countries have in the past applied the prin- 
ciple of the deceased’s domicile as well as the principle 
of the local situation of the assets of deceased persons 
in the taxation of estates. The result has been that 
in many cases the personal property of deceased own- 
ers has been subject to dual taxation—once by the 
country in which the deceased was domiciled at the 
time of his death and again by the country in which 
some or all of his assets were situated at that time. 

Real property was the only type of asset which 
escaped this dual imposition, as both the United 
States and Canada make no attempt to tax realty situ- 
ated outside the boundaries of the taxing jurisdiction. 

The problem of double taxation was intensified by 
the fact that the rules applied by the United States 
of America in determining the local situation of shares 
and stocks of corporations differ from those applied 
in Canada. In the United States the principle applied 
was that this class of property was subject to taxation 
if it was in any way regarded as being under the 
control of the taxing authority. For example, the 
shares of companies incorporated under the laws of 
the United States or any of the states and owned by 
a non-domiciled decedent and physically situated out- 
side the United States at the time of death were 
deemed to have a situs within the United States re- 
gardless of whether the certificate was in the name of 
the deceased, or in street name, or other bearer form. 

In Canada, on the other hand, stocks and shares 
were regarded as being situated where they could be 
effectively dealt with, namely, at the place of regis- 


tration of the securities. Although this principle was ~ 


much less sweeping in its operation than that in force 
in the United States, it nevertheless gave rise to con- 
siderable trouble in relation to companies having 
duplicate or multiple share registers. 

Some cause of complaint has arisen in the past as 
to the method of determining the rates of taxation 
applicable to estates of non-domiciled decedents by 
reference to the entire value of such estates. Repre- 
sentations have been made that each country should 
fix the rates of taxation in such cases by the value of 
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the property situated in the country which imposes 
the tax. 

While Canada grants exemptions from taxation in 
estates of non-domiciled decedents in the proportion 
that the value of the property in Canada bears to the 
total value of the deceased‘s estate, this method of 
exemption has not been applied so far in the United 
States. That country grants only a nominal exemp- 
tion of $2,000 in all cases of non-domiciled decedents, 
notwithstanding that an exemption of $100,000 is 
granted in the case of domiciled estates. 

The main features of the convention may thus be 
summarized: 

Real property is to be taxed exclusively by the 
country wherein it is situated. 

The country of domicile to have the right, at the 
outset, to tax all the personal property of the deceased, 
as heretofore. 

The country of situs to have the right to tax the 
property situated within its boundaries. 

The taxes paid in the country of situs are to be 
allowed as a credit against the taxes payable in the 
country of domicile which includes the same assets 
for tax purposes. The credit, however, is to be limited 
to that portion of the tax in the country of domicile 
that the value of the taxable property abroad is of the 
total value of the deceased’s estate. 

There is to be a uniform rule in determining the 
situs of shares of corporations. These shares are to 
be deemed to be situated and taxable in the country 
where the corporation is organized. 

While the rules as to situs of other properties vary 
somewhat in the two countries, it is agreed that for 
the purpose of convention, the situs of such other 
properties is to be determined by the laws of the 
country imposing the tax. 

Each country is to take into account only the prop- 
erty therein situated when taxing the property of 
persons dying domiciled in the other country. 

Exemptions to be granted estates of non-domiciled 
decedents are to be the same as those granted to 
estates of domiciled decedents, reduced, however, in 

' direct proportion that the value of the property taxed 
abroad bears to the total value of the property wher- 
ever situated. . 

Articles VII to XIII of the convention are designed 
with a view to the exchange of information to prevent 
fiscal evasion. They are quite similar in scope to the 
provisions already in force with respect to income 
tax. By article XIV the convention is given a retro- 
active operation to 14th June, 1941, being the date 
when the original Dominion Succession Duty Act 
came into force. 
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Is Equipment Obligation Interest Deductible? 


By GEORGE L. WEISBARD 


HE EXAMINATION by the agents of the 

Bureau of Internal Revenue of 1940 and 1941 

income tax returns now and in the months to 
follow focuses attention on the treatment of interest 
in these returns with special reference to interest on 
equipment contract purchases. These years were the 
last before the war in which substantial purchase of 
equipment could be made and the treatment of in- 
terest by the taxpayer and the attitude of the exam- 
ining agent of such treatment may be important to 
the taxpayer from the standpoint of the excess profits 
tax alone. 

Unlike some of the more complicated sections of 
the Code, there are many rulings and decisions on 
the subject so that a study of these will furnish a test 
or a yardstick by which installment purchase con- 
tracts may be measured for the purpose of determining 
easily and quickly the deductibility of the finance 
charges. 


Bureau Rulings 


Internal Revenue Code Section 23 (b) permits the 
deduction of “All interest paid or accrued within the 
taxable year on indebtedness . . .”. There is no pro- 
hibition in the regulations against the deduction of 
interest attributable to the acquisition of capital 
assets. Back in 1924 the Bureau ruled in I. T. 1912, 
IiI-1 C. B. 202, on a situation where taxpayer pur- 
chased an automobile and executed a series of notes 
payable monthly, secured by a chattel mortgage on 
the automobile. At the time of the purchase the tax- 
payer was advised that the notes would be discounted 
at a bank at a cost of 5% of their face value, which 
discount was also included in the total amount of 
notes. The Bureau held that the amount of discount 
which was added to the total amount of notes repre- 
sented an additional cost of the automobile purchased 
and denied the deduction. 

After the passage of a number of years the question 
came up again, this time in I. T. 3254, 1939-1 C. B. 98. 
The query posed there was whether any part of the 
finance charges paid in connection with the purchase 
of an automobile may be deducted as interest. The 
ruling states that the deductibility “is to be deter- 
mined by the provisions of the contract of sale” but 
it goes on to say, “however, amounts even though 
specifically denominated as interest, are not de- 
ductible under the provisions of Section 23 (b), supra, 
in situations where it is clear from an examination of 
the entire contract that such amounts were regarded 
as part of the purchase price and were not actually 
paid as interest.” As authority for this latter position 
the Bureau cites Pratt-Mallory Co., Inc. v. U. S., 12 
Fed. Supp. 1020 [36-1 ustc J 9063]; Appeal of Ander- 
son & Co.,6 B. T. A. 713 [CCH Dec. 2309] ; and A ppeal 
ae & Marsh, Inc., 5 B. T. A. 902 [CCH Dec. 
2010]. 

In the Pratt-Mallory case certain individuals, con- 
templating the organization of plaintiff, entered into 
negotiations for the acquisition of a wholesale grocery 
business on the basis of cost of those assets to the 
Pratt company. To the price thus determined was 
to be added interest at 444% per annum. However, 
a complete analysis of the documents involved and 
of the related facts convinced the Court of Claims 
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that although the 414% was denominated as interest 
its place in the contract was “as a means of adjusting 
the purchase price” and, accordingly, held the amount 
not deductible as interest saying “it represented 
additional amount paid by plaintiff and received by 
the Pratt company for the assets, and such a pay- 
ment does not constitute an allowable deduction 
from gross income.” In short, it appears that the 
Pratt situation, while it supports the Bureau’s posi- 
tion in I. T. 3254, applies to the unusual rather than 
to the usual situation. 

The Anderson case did not involve the question of 
deductibility of interest paid or accrued but rather 
concerned itself with a vendor of pianos and other 
musical instruments on the installment plan. The 
contract used by Anderson stipulated a price in total 
without indicating how much was the purchase price 
and how much was interest. The only part of the con- 
tract which mentioned interest was the provision that 
in the event payments became delinquent then inter- 
est was to be charged at the rate of 6%. The taxpayer’s 
officials testified that in computing the sales price 
120% was added to cost, of which 40% was for over- 
head, 40% for interest, 20% to cover collection 
charges, and the remaining 20% as profit. Under 
these facts it is understandable how the Board would 
reach a conclusion that no part of the sales price was 
classifiable as interest. The following portion of the 
Board’s opinion is important in this connection: 

“The taxpayer’s position is also at variance with its practice 
where an installment is paid before the payment date fixed 
by the contract. If any part of the amount of such installment 
is interest for deferring the payment of such installment, dis- 
count should be allowed as a matter of course, to the extent 
that the installment is paid before its payment is due. In such 
cases, however, the taxpayer allows no discount unless demand 
is made therefor by the customer, and then only in proportion 
to the degree of the customer’s insistence.” 

Petitioner in the Marsh case had bought a piece of 
property and paid therefor $250 in cash and $250 per 
month for 167 months, making a total of $42,000, 
whereas the alleged actual cash value of the property 
was not in excess of $25,000. The contract provided 
that the notes were to draw no interest until due and 
gave the purchaser an option to anticipate the notes 
for which he would be entitled to a discount in a sum 
equal to interest thereon at the rate of 4% per annum. 
Here again the Board’s determination that no part of 
the payments was deductible as interest is justifiable 
as there was nothing in the contract which could 
indicate that the parties intended or considered that 
any part of the $42,000 was to be interest. 
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Applicable Definitions 


The Supreme Court has furnished us with a defini- 
tion of “interest on indebtedness” in Deputy v. Dupont, 
308 U. S. 488 [40-1 usrc § 9161], in which it is said, 
“In the business world ‘interest on indebtedness’ 
means compensation for the use or forbearance of 
money”. As to the word “finance”, we are told by 36 
Corpus Juris Secundum 764 that “One of the mean- 
ings attributed to the word is the borrowing of money 
at interest.” The term “finance charge” has been con- 
strued as meaning the consideration for the privilege 
of deferring payment of purchase price. Cowart v. 
Lang, 298 N. Y. S. 875, 252 App. Div. 720. Moreover, 
it would seem from I. T. 3254, supra, that the Bureau 
is satisfied that these terms are, for practical pur- 
poses, synonymous with “interest”, and that is pre- 
cisely the every-day understanding of the term 
“finance” or “finance charge”. In short, the business 
world regards these terms as being the cost for using 
money or for postponing the collection of a debt, 
thereby bringing the terms squarely within the ambit 
of the quoted definition of interest as given by the 
Supreme Court. Typical of this situation is the fol- 
lowing portion of a letter from a leading equipment 
manufacturer: “per conversation today regarding 
finance fees on contract. . .on which there had been 
an error made in computing the finance fees, we are 
today revising our figures to show the contract pay- 
able at 6 per cent simple interest.” 


It is interesting to observe that there have been no 
reported cases which have denied the deduction of 
finance charges. To the contrary, in a recent case 
the Tax Court permitted the deduction where peti- 
tioner purchased an automobile on the installment 
plan. Alexander Fred Vahrenkamp, T. C. Memo. June 
2, 1943 [CCH Dec. 13,247(M)]. Finally, the matter 
of terminology has been put at rest by the Tax Court 
in a memorandum opinion dated December 31, 1943, 
Strange Bros. Hide Company [CCH Dec. 13,670(M)], 
wherein it is said “The statute makes no requirement 
that interest be denominated as such in a contract. All 
that is required is that interest be ‘paid or accrued 
within the taxable year on indebtedness’ ” 


Contrary Cases 


Some of the cases which the Commissioner relies 
on in an effort to deny the interest deduction are Carl 
Lang, 3 B. T. A. 417 [CCH Dec. 1148], and Daniel 
Bros. Co., 7 B. T. A. 1086 [CCH Dec. 2718], Aff’d 
C. C. A. § [1928 CCH D-8395]. The Lang case was 
concerned with a situation wherein a partner agreed 
to sell his partnership interest pursuant to either one 
of two options. Under the first option the price was 
$210,000 plus interest at 6%. In the second option 
fixed and flat amounts were provided for which aggre- 
gated $225,000. Taxpayer elected to pay the higher 
price and sought to deduct the difference as interest. 
The Board of Tax Appeals held that the $15,000 dif- 
ference was not deductible as interest for the reason 
that under the second option, the one taxpayer 
elected, the installments were evidenced by promis- 
sory notes which the contract specified to be “without 
interest”. 

The Daniel case involved a contract for the pur- 
chase of real estate, payable $3,000 per month over a 
period of 144 months, with the privilege of. prepay- 
ment in which event there would be allowed “6% for 
the actual time represented by the prepayment of 
the then unpaid payments”. The contract did not 
provide for interest to be added to the purchase price. 
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In this case the Board held that no part of the pur- 
chase price was deductible as interest. One cannot 
find fault with this decision since, as in Marsh & 
Marsh, a purchase price was agreed on, no interest 
was added thereto and the only semblance of “com- 
pensation for forbearance on the debt” was a relief 
or refund provision permitting a discount in the event 
of prepayment. 


Recent Cases 


Several recent cases deserve consideration in this 
inquiry. These cases are: Hudson-Duncan & Co., 36 
B. T. A. 554 [CCH Dec. 9758], Elliott Paint & Varnish 
Co., 44 B. T. A. 241 [CCH Dec. 11,784], and Colonial 
Enterprises, Inc., 47 B. T. A. 518 [CCH Dec. 12,807]. 
In Colonial Enterprises, Inc., the taxpayer had pur- 
chased certain bonds at 50¢ on the dollar of their face 
value, the price to be paid in 90 days without interest 
or the payment might be extended at the option of the 
purchaser upon the payment of interest at the rate of 
6%. After a number of years had passed taxpayer 
sold the bonds and then claimed the interest paid as 
part of its bond cost. The Board did not agree, saying 
“The purchase price was fixed and did not include 
this sum, which was paid as interest on such purchase 
price and for the period during which petitioner with- 
held payment”. 

In Elliott Paint & Varnish Co. the parties agreed 
that the $40,000 purchase price of real estate should 
be paid in periodic payments extending over fifteen 
years. Petitioner sought a deduction for part of the 
annual payments as interest even though it had de- 
livered its non-interest bearing notes for the purchase 
price. To this the Board replied: “The question must 
turn, of course, upon what was the actual agreement 
of the parties. Was the agreement to pay so much 
as purchase price and the balance as interest? This 
must be determined from all of the evidence, docu- 
mentary and otherwise”. The evidence showed no 
segregation of interest. In its brief the petitioner 
set out an alleged table dividing the total payments 
of $40,000 into payments of principal and of interest 
at 51%4% on the declining balance but the Board re- 
jected this table saying, “If the parties had actually 
adopted such a table as part of their agreement, it 
might be pretty strong evidence in support of peti- 
tioner’s contention” but the facts show that the table 
was not worked out until long after the contract was 
executed. ' 

Hudson-Duncan & Co. had entered into a contract 
for the purchase of real estate for a “total purchase 
price (including interest)” of $247,666.66, payable in 
144 monthly installments. The contract provided “It 
is understood and agreed that the total purchase price 
includes interest.” Evidence was adduced to show 
that in the negotiations a price was agreed upon, to 
which was added interest at 6% over twelve years. 
On these facts the Board allowed the interest deduc- 
tion. The following paragraph from the Board's 
opinion is pertinent: 

“The respondent’s view in this case is that the designated 
‘purchase price’ in the contract represents principal in its 
entirety and may not be split up into principal and interest. 
The evidence is that the amount stated in the contract is not 
all principal, but is the aggregate of the two items of principal 
and interest. The seller wanted interest on the deferred pay- 
ments and the purchaser was willing to pay interest. The 
president of the seller corporation and the president of the 
purchasing corporation (the petitioner) acted as negotiators of 
the deal. Both testified in this proceeding. Their testimony 
is that in negotiating the deal they started out by fixing the 


price for the building and the price for the land. They agreed 
upon the period over which the deferred payments were to be 
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spread. Then they computed interest on the deferred payments 
at an average rate. Then they totaled the several items of 
principal and interest and that total, with a minor adjustment, 
they set out in the contract as the ‘purchase price (including 
interest).’ The testimony of both is that the reason for making 
the calculation in the way they did was that both parties as 
a matter of convenience preferred to have the monthly pay- 
ments in equal sums. Payments separately of principal and 
interest would of course have required a recomputation each 
month as the unpaid principal decreased and would result in 
payment of a different amount each month. The wording of 
the contract—‘including interest’—indicates that the parties 
calculated interest in arriving at the price specified. The 
testimony of the negotiators does not vary the terms of the 
contract but explains them.” 

It is interesting to observe that the Commissioner 
has indicated acquiescence in the Hudson-Duncan case. 
1938-1 C B. 15. Moreover, the Board’s opinion con- 
tains references to most of the cases which have been 
analyzed herein, with the comment that those cases 
which denied the interest deduction are clearly dis- 
tinguishable on the facts. 


Accounting Rule 


Generally accepted accounting practice is to ex- 
pense the interest or finance charge on the acquisition 
of capital assets. Thus, for Class I Motor Common 
Carriers the Interstate Commerce Commission has 
ruled in the Uniform System of Accounts that “When 
operating property is purchased under any plan in- 
volving deferred payments, no charges shall be made 
to operating property accounts for interest, insurance 
or other expenditures occasioned by such form of 
payment.” (Instruction 19D.) 


Tests Evolved 


From the foregoing review of the statute, regula- 
tions, rulings and decisions, the following tests can 
be applied: 


1. A purchase price must be agreed on and an 
amount (or rate) of interest similarly agreed on. 


2. Provision must be expressed (or implied) for 
abatement of interest if payments are antici- 
pated; but this provision standing by itself is 
not enough. 


3. It is immaterial whether the consideration for 

deferred installments is called interest or finance. 

The customary conditional sales contract reads as 
follows: 

“Seller hereby agrees to sell and the buyer hereby agrees 
to buy the following personal property (and a description 
follows) for the following purchase price, $........ ; (1) buy- 
er’s down payment, $........ , consisting of cash, $........ : 
and trade-in allowance, $........ ; (2) unpaid balance of 
ree ; (3) finance and insurance, $........ ; (4) time bal- 
ance owing from buyer to seller, TS ; (5) evidenced by 
a promissory note,” etc. 

When this conditional sales contract is entered into 
it is on the basis of a list price for the equipment plus 
a usual finance charge of 6% per year on the unpaid 
balance of the purchase price. While the contract 
does not specify that this is the interest rate it is not 
only the quoted rate but also is readily ascertainable 
by computation. Similarly, while the contract does 
not provide for abatement of interest in the event 
of prepayments, it is the invariable custom to make 
such interest abatement on a pro rata basis. Thus one 
of the largest equipment companies writes “If a con- 
tract is paid off before maturity the customer receives 
a rebate based upon the number of months the con- 
tract had to run at the time settlement in full was 
received.” 


These tests when applied to this conditional sale 
contract produce the result that the finance charge 
included therein is fully deductible as interest under 
the provisions of Section 23 (b). [The End] 





FOREIGN TAX PUBLICATIONS AND RARE BOOKS 


ROM the Australian Accountant we note that family partnerships are giving some 
concern, taxwise, down under, in the land of the Waltzing Mathildas. The Common- 
wealth Income Tax Assessment Act provides, in general, that where a partner is not 
in receipt and control of his share (control meaning real and effective control and power 
of disposal), then the Commissioner may assess the tax as if the income had been earned 
by the partner who does have real and effective control. Sounds familiar, doesn’t it? 


We next see by the Jrish Accountant and Secretary that there’s a shortage of tax 
handbooks in Erin. An announcement pleads for second-hand copies of “Income Tax 
in Ireland” and “Digest of Irish Income Tax Cases, 1922-23”. Apparently they have no 
CCH over there, so it’s a mystery how they get by... . 


A note in the Jndian Accountant and Secretary comments on a declaration by the 
Calcutta High Court to the effect that the provisions of the India Income Tax Act, 
levying a tax on dividends declared and/or paid outside British India by non-resident 
companies are ultra vires of the Central India Legislature. The government of India is 
appealing that ruling in the federal court. From where we are sitting it does seem like 
collecting a tax the really hard way—on non-resident companies’ dividends paid outside 
British India—but maybe there’s a method... . 


In an earlier Shoptalk session mention was made of a display of rare books, arranged 
by the Colonial Trust Company at its Rockfeller Center office in New York. That 
collection, part of the Herwood Library of Accountancy (Herwood & Herwood, CPA’s) 
contained Fra Luca Paciolo’s first treatise on double entry bookkeeping (1494) and some 
other rarities. We now see it commented on in the Accountants’ Journal (New Zealand), 
who got it from the Irish Accountant, who got it from—well, that’s what we’re 


wondering. .. . 
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the science of economics, like the corporation 
lawyer, exists not to tell us what we can’t do, 
but how and at what cost we can best do what we 
want to do. Thus, we now know that in war we can, 
by applying various economic mechanisms, produce 
enormously. Why then do we not produce for peace as 
we produce for war? The answer is that during peace 
the basic creed is scarcity. 
Take government. In spite of the oratorical fervor 
for the cause of “balanced abundance”, practically 
every major peacetime economic measure sponsored 
by our government in recent years was founded upon 
the principle of scarcity—as witness NRA limiting 
industrial production; AAA encouraging nonproduc- 
tion of agricultural products; the Guffey Acts con- 
trolling the output of coal; dollar clipping, artificially 
raising prices ; the Wage and Hour Law reducing 
hours and raising w ages—and others. 


However, these Dr. Jekyll and Mr. Hyde antics are 
not recent developments by any means. From the 
very first protective tariff 150 years ago, our govern- 
ment has given “lip service” to abundance and “act 
service” to scarcity. 


O NE OF the lessons this war has taught us is that 





Prewar Muddled Money Thinking 


Our war experience has amply demonstrated that 
we suffer from peacetime want not because natural 
resources or manpower are unavailable to produce 
more but because it is everybody’s business to make 
more money rather than more goods. We are told, or 
tell ourselves, that scarcity creates “values”—so down 
goes production so that up may go prices. 

It is largely because of this muddled money think- 
ing that in prewar days we saw, on the one hand, 
thousands of machines and vast natural resources 
waiting for someone to work them, and on the other, 
millions of unemployed workers who were anxious to 
get at these idle machines and undeveloped resources 
to produce more for themselves and the nation. Not 
only does our government normally deify the scarcity 
principle, but business—big and little—and labor like- 
wise, hitch their wagons to its star. 

Look at business, for instance. Every enterprise 
ordinarily welcomes the opportunity to increase pro- 
duction and sales, for that usually means lower costs 
and more profits. Why then does not the business 
man produce to the limit in peacetime? Well, for a 
number of very practical reasons. First, he realizes 
that if he attempts to force increased production on 
the market, he would end up not with greater volume, 
but with lower prices and bigger losses. Second, he 
sees that often there is, in fact, no demand for what 
he has produced and, accordingly, if he steps up pro- 
duction in the face of this lack of demand, he is sure 
to go broke. So the yoke is placed on output in order 


410 


TAX AND GROW RICH 


By FRANK E. SEIDMAN 


Is the power to tax, the power to create? The author asks that this be substituted 
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to hold it down to what is called “etfective demand”. 
The result is lower production all around. 

The same process operates in the case of wage pay- 
ments. Everybody is theoretically in favor of paying 
“good” wages. It is obviously to the advantage of 
employers as a whole that high wages be paid, for 
wages are recognized to be the dominant source of 
buying power upon which employers depend to dis- 
pose of their products. But that is respected only “as 
a general proposition”. In the “particular” case, each 
employer in peacetime exerts every effort to hold wage 

rates down to a minimum for in that way his in- 
dividual costs can be lowered. 


Labor Chained to a Scarcity Yoke 


The long and short of it is that while the welfare of 
the nation as a whole requires expansion of output, 
high wages (in terms of purchasing power) and low 
relative prices, it is to the advantage of the individual 
producer to do exactly the opposite. This does not 
mean that industry as a whole sets out collusively to 
restrict or wantonly to reduce wages and purchasing 
power. The contrary is clearly the goal. However, it 
is obvious that no one concern or group of concerns 
—no matter how thoroughly imbued with the desirability 
of abundance as a national policy—can undertake to 
step up production or wages unless a reasonably 
assured absorption of the additional product exists. 
They cannot be assured of such an increased market 
unless purchasing power is expanded by other pro- 
ducers similarly stepping up activities. That means, 
essentially, concert of action by all producers of all 
things. It is because the machinery to induce such 
co-ordinated action is lacking in peacetime that ‘“‘abun- 
dant scarcity” runs rampant. 

Labor, too, is chained to this scarcity yoke. En- 
lightened labor leadership fully recognizes that the 
real wages of workers are dependent upon the total 
production of all workers and that each worker will, 
therefore, come off the better if all workers turn out 
as much as possible. Yet during prewar days labor 
admittedly held down activity and fought shy of 
maximum output. It avoided producing too much in 
too little time for fear that unemployment and wage 
reductions might follow in the wake. Labor appropri- 
ately argues that if industry can keep prices up by 
controlling output, it must correspondingly make its 
commodity (labor) scarce by artificially reducing out- 
put or availability and in that way prop labor prices 
(that is, the wage level). Thus, the scarcity philosophy 
of labor joins with the scarcity philosophy of govern- 
ment and industry. Wage floors and hour ceilings are 
the product of this type of thinking. It also accounts 
for labor’s resistance to all forms of labor-saving 
machinery. It’s the old story of attempting to make 
more money and less goods. 
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The prewar forgotten man was he who urged that 
high prices, high wages, and low output could only 
mean less, not more, of everything for everybody. 
The props have long been kicked from under the argu- 
ment that there is an antipathy between increased 
production and continued employment. That argu- 
ment ignores the fact that purchasing power inheres 
in goods, not money. It assumes that demand remains 
fixed while supply increases, as if the two were utter 
strangers to one another. It scorns the fundamental 
fact that the two are really one, depending on the 
side of the fence from which we look. Thus, what 
enters as supply on the market automatically creates 
purchasing power which creates demand for other 
products and so on all around the circle. 


Present Methods Reward Scarcity 


On the other hand, when we put the lid on produc- 
tion, we set in motion forces that ultimately must 
come to rest with disemployment and scarcity. If we 
are to eradicate these plagues in the postwar era, if we 
are to put the vast war-created productive capacity to 
society’s use, or have any chance of absorbing the 
greatly increased postwar labor supply, it is imperative 
that we do away with the anomaly of willful nonpro- 
duction. We will have to find an economic mechanism 
by which the various elements in our production sys- 
tem will in peacetime—as in war—bend every energy 
towards maximum activity. Instead of repelling each 
other, as is often the case, we must find a way for 
men, machines and materials to “magnetize” into a 
cohesive unit for more production and more wealth. 
It is not necessary to await magic formulas or wars 
to accomplish this result. An effective instrumentality 
is readily available to us if we but have the perception 
to recognize it and the boldness to use it. That instru- 
mentality is the government’s taxing power. 


Our present taxing methods in effect reward scarcity. 
They can be revised so as to induce plenty. To accom- 
plish this, we must, however, accept the principle that 
the ownership of capital carries with it responsibilities 
as well as privileges. Just as labor must continuously 
work in order to eat and keep alive, so capital must be 
actively and fully employed to maintain its privilege 
of making profits. If capital does keep so employed, 
then and only then should society compensate it for 
the service it renders in producing more goods and 
adding more wealth. 

It is submitted that this objective can be attained 
by a properly devised production incentive tax—one 
that will operate so as to levy progressively lower 
rates of taxes as use and activity of capital and facilities 
increase above given standards, and increasingly higher 
rates when falling below such standards. By this type 
of taxation, infertility would be penalized ; productivity, 
rewarded. The burden of the tax should be suff- 
ciently weighty to make it more profitable to produce 
than be saddled with the tax. In that way it is en- 
visioned that we can induce “spontaneous produc- 
tion”. Thus, we might “tax and grow rich”. 

It will be recognized that, in principle, this pro- 
posal somewhat resembles the Georgian single tax. 
Just as the single tax wars against inactivity of land, 
so the production incentive tax wars against non-use 
of wealth-producing capital. That, incidentally, is al- 
most the exact opposite of the way many of our 
present taxes work. Even our income taxes tend to 
dampen production, since the tax applies at the same 
rate whether income results from increased produc- 
tion or from increased prices. With no direct incentive 


“Tax and Grow Rich” 


for expansion of output, full sweep of the road is given 
to the natural striving, earlier mentioned, for price 
rather than production. - 


The Production Incentive Tax 


Advocates of the production incentive tax make the 
following claims in its behalf: 

(1) It should result in the reversal of the usual 
vicious cycle of artificial nonproduction. It should 
make business prosperous not through low production 
and high prices, but through high production and low 
prices. Industry would be enabled to run its plants 
more efficiently since the expanded buying power flowing 
from increased production would result in regularized 
demand and make for continuous production schedules. 
Increased production should decrease unit costs and 
prices and yet return better profits because of en- 
hanced volume. The latter has been amply confirmed 
by our war experience. 


(2) Similar effects would be produced on labor. 
The resistance on the part of the worker to labor sav- 
ing devices or efficiencies in production methods should 
vanish. Full production schedules would make the 
workers’ jobs plentiful and secure. This in turn would 
forcefully bring home to them that the more they 
produced collectively, the more they would have 
individually. 

(3) It should go a long way towards solving our 
peacetime monopoly problems and correcting the 
situation in those industries where output is affirmatively 
controlled and prices maintained at artificially high 
and uneconomic levels. The anti-trust and fair trade 
laws have been ineffective. The production tax would 
go to the roots by taxing the profit out of monopoly. 
It would make monopoly a prohibitively expensive 
luxury. Controlled production, the favorite tool of 
monopoly, would bring on a tax that would more than 
offset any benefit otherwise to be gained. The domi- 
nant monopolistic practices would thus yield losses 
instead of gains, and that would mean automatic 
death for monopoly. 

(4) There would be less occasion or need for gov- 
ernmental price control since the incentive to secure 
greater volume so as to avoid the tax would auto- 
matically invigorate the competitive forces. The impact 
of these forces would assure reasonable prices and 
continuous supply, making governmental action in 
this sphere practically unnecessary. 

(5) By expanding production all along the line, it 
should go a long way toward keeping the potential 
postwar inflation powder keg from blowing up. 

This is indeed a formidable array on the credit side 
of the ledger. However, it is well to recognize that 
the implementing of such a program is beset with 
many practical stumbling blocks and pitfalls. Here 
are a few: 

(1) At the core of such a plan of taxation is the 
establishment of indices as to national capacity to 
produce and consume, and of production standards 
for each industry and each unit of industry. This 
would be essential in order to have a basis for measur- 
ing the tax. In effect, that means developing minimum 
production quotas for all of industry. Furthermore, 
in order to adjust for obsolescence of products, new 
products, shifts in the fickle winds of demand, etc., 
etc., constant revision of production quotas will be 
required. All of this would indeed be a huge task. 
However, our war experience shows that it is not an 
impossible one. 
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(2) Implicit in the plan is the premise that produc- 
tion assures consumption. That may be true where 
consumption is dictated from “on high”, but not 
where consumers are free to make their selection. 
Accordingly, the government may for a time have to 
take over that portion of the total output that proves 
to be unsaleable, or else make loans upon such sur- 
pluses in the same way that loans are now made to 
farmers against surplus farm products. The thought 
is that such underwriting would be a small price to 
pay for the benefits of nationally expanded produc- 
tion. In fact, it is probable that there would in net 
balance be no real government outlay, considering 
the saving on relief expenditures that should result 
from maximized production. 


(3) A production incentive tax provides only for 
the energizing of industrial capital. But stimulation 
there, while other forms of capital were permitted to 
become lethargic, would create an unbalance that might 
be fatal. If consumption is to keep pace with produc- 
tion, credit must be mobilized and savings activated. 
If credit or savings were to accumulate unused or 
unreleased, repercussion on production would be un- 
avoidable. Accordingly, the production incentive tax 
would have to be supplemented by taxes that would 
stimulate other forms of capital to activity. Taxing 
“idle” income at higher rates than “lazy” income; in- 
active bank deposits more than active deposits, etc., 
are examples. 


(4) Still another problem would be the supplying 
of working capital to industry. Certainly, initially 
many enterprises would be short of the necessary 
working capital to finance maximum production. 
Private agencies might at the outset at least hesitate 
to lend the necessary credit for the purpose. Here 
again, governmental agencies would probably have to 
step into the breach to get things under way and per- 
haps even to keep them on their way. 

(5) Labor problems too would have to be con- 
sidered. Labor monopoly is an anathema to maximum 
production just as is business monopoly. Business 
obviously could not effectuate increased activity and 
productivity unless labor did its share. This would 
require, among other things, a considerable broaden- 
ing in present labor laws looking towards adequate 
machinery for just and rapid arbitration of disputes, 


and an equitable distribution of the new purchasing 
power resulting from increased production. 

In order to gain the experience with which to com- 
petently cope with these and other problems, it would 
probably be necessary to apply the incentive tax in a 
very mild manner at the start. This might be done by 
allowing a comparatively low rate credit against in- 
come taxes for increases in production. This credit 
could operate on somewhat the same principle as is 
now the case in the tax allowances made to stimulate 
charitable gifts, or the deduction that was granted 
under the corporate undistributed profits tax to stimu- 
late dividend payments. Gradually this type of mild 
incentive could be expanded until the full program is 
put into effect. 


A Vigorous Affirmative Plan Essential 


One thing is certain. An effective production incen- 
tive tax program would have to be accompanied by 
broad national planning. However, national planning 
need not be relegated entirely to governmental cliff- 
dwellers. It could be a co-operative action between 
government and business, in which business leader- 
ship is enlisted in the solution of business problems 
in terms of the nation as a whole. Within these bounds, 
business could be given free and full sway to develop 
and administer its own program. A goal of increased 
aggregate business volume and more active use of 
capital should attract the same type of leadership in 
planning for maximum output in peace as is now the 
case in planning for maximum output in war. 

If we are truly to move into a postwar era of full 
employment and a more abundant life, the adoption 
of a vigorous affirmative program seems essential. It 
is now quite clear that laissez-faire capitalism and 
free competition as it was originally conceived cannot 
effectively function in the modern world of specializa- 
tion and big business. In view of some of the diffi- 
culties envisioned, production incentive taxation may 
have its shortcomings. Its underlying objective, how- 
ever, certainly entitles it to thorough exploration. 

John Marshall over a hundred years ago proclaimed 
that “the power to tax is the power to destroy”. It is 
conceivable that in the years to come this truism will 
be supplemented by another—“the power to tax is the 
power to create”. [The End] 





WHERE IS HOME—THE CONTROVERSY CONTINUES 


OME has been described in many glowing cliche’s by poets, (“Without hearts 


there is no home” 





Byron; “Her eyes were homes of silent prayer”—Tennyson), 


by wise men (“The house in which one lives with his family”—-Webster’s Dictionary), 
and by politicians and, now, the Tax Court wearying of these trite and erudite definitions 
has coined a meaning all its own, wholly contrary to all these. 


Home means a man’s business location, post or station of employment, says the Tax 
Court in the case of the judges of the Supreme Court of North Carolina (Barnhill v. 
Comm. ; Winborne v. Comm.) ; but the lovely actress Ina Clair took her difficulties over 
the definition of home with the Commissioner of Internal Revenue into the United States 
Circuit Court of Appeals for the ninth circuit. And the court resolved the question in 
her favor and in favor of the accepted definitions of home. 


“A home in relation to the place of abode is a dwelling place of a person, distinguished 
from other dwelling places of that person by the intimacy of the relation between the 
persons and the place” * * * “On the other hand to judicially innovate a meaning of 
“home” as the taxpayer’s “place of business, employment or the post or station at which 
he is employed”, as the Tax Court has done, would, we think, operated to thwart the 


obvious purpose of Congress to tax net income”—* * * Wallace v. Comm. 
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THE EFFECT OF RECAPITALIZATION 


ON FEDERAL TAXES 


By PAUL SIMON 


HE MOTIVE for a recapitalization can never 
be tax saving. The courts have ruled against 
this as a motive. The effect of a recapitalization 
might well be a substantial saving in the amount of 
the tax liability of the corporation but since this 
result does not necessarily always follow every re- 
capitalization of a corporation each such change in 
the capital structure must be individually considered. 
A change which might be favorable in one case might 
very well result in a higher tax burden in another. 
For that reason it should be emphasized at the outset 
that the fundamental legal requirement is that the 
recapitalization serve a legitimate and ordinary busi- 
ness purpose. If the only or principal aim of the 
recapitalization is tax saving, the change will not be 
recognized as bona fide under the tax law. 


I 


This principle established by the U. S. Supreme 
Court in Gregory v. Helvering (293 U. S. 465) was 
accepted as determining by numerous other court 
decisions of recent dates and also by Reg. 111, Sec. 
29.112 (g)-1 which requires that the transaction “must 
be an ordinary and necessary incident of the conduct 
of the enterprise”. Although the Gregory case and 
the Regulations deal with reorganization and recapi- 
talization as the basis for non-recognition of gain or 
loss from exchanges, it is fair to assume that the 
same principle will be applied in general, whenever a 
reorganization and recapitalization results in tax sav- 
ing, and even beyond such transactions to any acts 
whose consequence is tax avoidance. 

Hence the first question to be answered in contem- 
plating recapitalization is: Can the recapitalization be 
justified by an ordinary bona fide business purpose? 
If the recapitalization consists of substituting bonds 
for stock, such change of the corporation’s capital 
structure may be caused by the request of the holders 
of preferred stock to secure a fixed income from their 
investment in receiving interest from bonds in the 
place of dividends from stock the declaration and 
amount of which are at the discretion of the board 
of directors, in amounts equal to the stipulated divi- 
dend rate. In the event of a change from bonds to 
stock, the purpose may be to decrease the fixed-interest 
expense. Such reasons for the recapitalization may be 
sufficient to establish it as bona fide, so that it will be 
recognized under the tax law, even though substantial 
tax savings result. 

II 
Effect of Recapitalization on Corporate Taxes 

The effect of a recapitalization on corporate taxes 
depends upon whether the corporation is subject to 
normal tax and surtax only, or to excess profits tax 
as well. In the first case there is no real problem. 
As the interest on bonds is an allowable deduction 
from corporate income, a change from bonds to stock 
by eliminating such deduction causes an increase of 
the normal tax and surtax income and, therefore, of 
the tax liability itself, whereas an exchange of bonds 
lor stock by creating a new interest deduction means 
a smaller taxable income and, in consequence thereof, 
a tax saving. 


The Effect of Recapitalization on Federal Taxes 


This article stems from a great 
amount of research and the solv- 
ing of practical problems within 
the experience of the author. He 
is head of the tax department of 
Byrnes and Baker, New York 
accounting firm. 





As contrasted therewith, when a corporation is subject 
also to excess profits tax, the subject becomes more 
complex, because, as will later be shown in detail, the 
same facts cause the increase of one tax and the de- 
crease of the other. For this reason the following 
consideration will be devoted exclusively to those 
cases in which the corporate taxpayer’s tax liability 
consists of excess profits tax as well as normal tax 
and surtax. Our objective is to analyze the interlock- 
ing changes in both kinds of taxes which result from 
various types of recapitalization. By doing so, for- 
mulas for those changes will be developed showing 
the characteristic features of each recapitalization in 
relation to the change in taxes resulting from it and, 
at the same time, possible modifications of such 
change. The formulas may also be used for com- 
puting tax increase or decrease caused by the indi- 
vidual recapitalization involved. 


III 


For the purpose of simplification, we will consider 
only those cases in which the income subject to nor- 
mal tax and surtax is not less than $50,000—, so that a 
total tax rate of 40% (24 plus 16%) is to be used in 
computing those taxes, and in which invested capital 
is not in excess of $5,000,000—, so that for computing 
excess profits credit under the invested capital method 
the 8% rate applies. However, by following the 
method shown below the reader will experience no 
difficulty in analyzing the tax changes and developing 
the formulas which are valid when different rates are 
applicable. 

For the same purpose the declared value excess 
profits tax is disregarded. 

To anticipate the results of the following analysis, 
it will be shown that whether a recapitalization saves 
or increases total Federal taxes and in what amount, 
is determined: 

(a) by the type of recapitalization involved, i. e., 
whether stock is exchanged for bonds or bonds are 
exchanged for stock, whether or not in combination 
with such exchange part of the stock or bonds is re- 
deemed in cash and what amount of cash is paid; 

(b) by the interest rate of the bonds issued or 
retired ; 

(c) by the method under which the corporation’s 
excess profits credit is computed; 

(d) by the fact that either before or after the re- 
capitalization or both before and after it the 80% 
limitation of Sec. 710 (a) (1) (B) I. R. C. is effective. 
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IV 


Taxpayer Retires Stock, Issuing an Equal Amount of 
Interest Bearing Bonds in Exchange 


A corporation having $500,000 of 6% preferred 
stock and $1,000,000 of common stock outstanding 
contemplates retiring its total preferred stock, issu- 
ing to the holders of that stock 5% interest bearing 
bonds in the total amount of $500,000 at par. Before 
carrying through the intended recapitalization its ex- 
cess profits credit computed under the invested capital 
method is $135,000, as at the beginning of the tax- 
able year accumulated earnings and profits amounted 
to $187,500. No borrowed capital is to be taken into 
account. The corporation is entitled to take a Credit 
for Debt Retirement in the full amount of its Post 
War Refund of Excess Profits Tax. Under the as- 
sumption of its net income amounting to $250,000 its 
Federal Taxes before recapitalization are: 





Net income $250,000 
Less: Excess profits credit $135,000 
Specific exemption . 10,000 145,000 
Adjusted excess profits net income $105,000 
Excess profits tax 95%. . $ 99,750 
Less credit for debt retirement ; 9,975 $ 89,775 
Normal tax and surtax, 40% of ; 
$145,000 . 58,000 
Total federal taxes before recap- 
italization $147,775 


After the contemplated recapitalization is given effect, 
under the assumption that all other facts are un- 





changed, the computation of Federal taxes is as 
follows: 
Net income $250,000 
Less additional deduction for intere st on bonds 25,000 
Revised net income $225,000 
Plus 50% of the interest on borrowed capital 12,500 
Excess profits net income $237,500 
Less excess profits credit: 
Amount before recapitalization. . $135,000 
Reduction by 8% of — 000 capi- 
tal stock retired. 40,000 
Balance .... . $ 95,000 
Addition of 8% of borrowed in- 
vested capital (50% of wate 000 
bonds issued) v 20,000 
Revised excess profits credit.... $115,000 
Specific exemption .. ; 10,000 125,000 
Adjusted excess profits net income $112,500 
Excess profits tax 95%... $106,875 
Credit for debt retirement 10,687.50 $ 96,187.50 
Normal tax and surtax 40% of 
$225,000 minus $112,500 or $112,500 45,000 
Total federal taxes after recapital- 
ization . ee ca $141,187.50 
Total federal taxes before recapital- 
SS ee ae ee $147,775 
Total federal taxes after recapital- 
ization .. 141,187.50 
Tax saving due to recapitalization $ 6,587.50 





For the purpose of analyzing the effect of the re- 
capitalization and developing a formula reflecting its 
causes the following symbols shall be used. “CR” 
represents the amount of capital stock retired as well 
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as the sum of bonds issued, because they are equal. 
“T” is the symbol for the rate of bond interest. 


As a result of the recapitalization the income sub- 
ject to excess profits tax is increased by 8% of the 
amount of capital stock retired, because by this 

8 X CR 
amount the excess profits credit is reduced: 

100 
and by 50% of the interest on borrowed capital as 
represented by the bonds issued which interest must 
be added to excess profits net income (Sec. 711 (a) (2) 

IX CR 
(B) I. R. C.): -————. 
2 X 100 

The income subject to excess profits tax is reduced 
by 8% of half the amount of bonds issued, as 8% of 
the borrowed invested capital increases excess profits 





8 X CR 
credit: — and 
2 X 100 
by the interest payable on the bonds issued which is 
IX CR 
deductible from net income: — 
100 


Hence, the total changes in the adjusted excess 
profits net income are expressed by the formula: 








8X CR Ix CR 
———— plus — minus 
100 200 
8X CR IX CR CR X (8— I) 
_—— minus -———-— or ee, 
200 100 200 


The change in the income subject to excess profits 
tax means a change in the normal tax and surtax net 
income at the same amount, but in the opposite direc- 
tion. For, as the income subject to excess profits tax 
constitutes a credit for purposes of normal tax and 
surtax (Sec. 26(e)), normal tax and surtax net income 
is decreased by the amount by which the adjusted 
excess profits tax net income is increased and vice 
versa. This means for the present case a decrease 
of normal tax and surtax net income expressed by the 

CR X (8— I) 





formula developed above Further- 


200 
more, normal tax and surtax net income is affected by 
the additional deduction for bond interest. Thus, the 
total change in that income is reflected by the for- 
CR X (8— TI) IX CR 


mula: minus 





200 100 


CR X (8+ oll 
or minus ———————— 
200 
If the rate of 85.5% for excess profits tax net of 
Post War Refund or Credit for Debt Retirement and 
the aggregate rate of 40% for normal tax and surtax 


is applied, the formula for the change in total Federal 
taxes is: 


855 CR X (8—I) 
1000 200 
40 CR X (8 + I) CR X (728 — 251 X I) 
i 
100 200 40,000 


As in the above example CR is 500,000 and I is 5, the 


application of the formula results in the following 


computation : 
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500,000 x (728 — 1255) 
40,000 


or minus 6,587.50, i. e. a saving in total taxes of 
$6,587.50 as computed above. 


The correctness of the formula having been demon- 
strated, analysis of it also makes it clear, that it is the 
interest rate which determines whether the recapital- 
ization under consideration results in a total tax sav- 
ing or a total tax increase. If the interest rate “TI” 
is so small, that 251 X I is less than 728, then the 
change in total taxes is not represented by a minus 
amount as above, but a plus amount, and this means 
a tax increase. The turning point lies at 2.9004%. 
Hence, if the bonds issued bear interest at 2.9004%, 
the recapitalization has no effect at all on the corpo- 
ration’s tax liability. A higher rate causes a tax 
saving, a lower rate a tax increase. 

The formula also discloses that tax saving is the 
greater, the larger the amount of bonds exchanged 
for stock and the higher the rate of bond interest is, 
provided that the latter is in excess of 2.9004%. If 
the interest rate is below 2.9004%, the increase of 
total taxes is raised by a larger amount of bonds ex- 
changed for stock on the one hand, and by a smaller 
interest rate on the other. 


Thus, if the amount of recapitalization were 
$600,000 and the interest rate 6%, the change in total 


600,000 * (728 — 5 





taxes would be —————— ——— or minus 
40,000 

11,670. The recapitalization would save $11,670 in 

taxes. If the amount of recapitalization were $700,000 


and the interest rate 2%, a tax increase would be 


700,000 x (728 — 502) 


sum of ——— or 


~ 40,000 


realized in the 





$3,955. 


The following computation shows that the results 
obtained by applying the formula are correct. 











Net income before recapitalization . . $250,000 $250,000 
Less additional deduction for interest on 
oO Ae bs 36,000 14,000 
Net income after recapitalization. ...... $214,000 $236,000 
Plus 50% interest on bonds (borrowed 
ec UAE Ry ik adh ee 18,000 7,000 
Excess profits net income. . . $232,000 $243,000 
Excess profits credit before recapital- 
ERENT IE IE: PINE. - $135,000 
Reduction by 8% of capital stock retired. 48,000 56,000 
RINE 2 5 cid adc ons eeu eee $ 87,000 $ 79,000 
Addition of 8% of borrowed invested cap- 
ital (50% of bonds issued). . $ 24,000 $ 28,000 
Revised excess profits credit. . $111,000 $107,000 
Specific exemption . 10,000 10,000 
Total . 26 $121,000 $117,000 
\djusted excess profits net income. $111,000 $126,000 
Excess profits tax 95%.... . $105,450 $119,700 
Less credit for debt retirement 10,545 11,970 
Excess profits tax due. $ 94,905 $107,730 
Normal tax and surtax on n $214, 000 minus 
$131,000 of $103,000. ................. 41,200 
Normal tax and surtax on n $236, 000 minus 
$126,000 or $110,000. . Rach 44,000 
Total federal taxes after recapitalization. $136,105 $151,730 
Add tax saving as above .. 11,670 
Deduct tax increase as above 3,955 
Total federal taxes before recapitalization. $147,775 


$147,775 


The Effect of Recapitalization on Federal Taxes 


It should be noticed, however, that the formula 
used has been derived from examples in which the 
excess profits credit is computed under the invested 
capital method. If the earned income method is used 
for computing excess profits credit, the effect of re- 
capitalization is different. 


In such case the income subject to excess profits 


tax is increased by 6% of the amount of capital stock 
retired, because by that 6% the excess profits credit is 


6X CR 


reduced and is decreased by the deduction for 
100 


IX CR 
bond interest - . Thus, the total change in the 


100 


adjusted excess profits net income is expressed by the 
formula 
6 X CR IX CR 
—-—-— minus ———— or 


100 100 100 


The change in normal tax and surtax net income is 
connected with that in excess profits, inasmuch as 
the latter’s increase or decrease increases or decreases 
the former by an equal amount. As shown before 


6X CR 


excess profits credit is reduced by 


CR X (6—I) 





Hence, 
100 


this formula also symbolizes the change in normal 
tax and surtax, if bearing a minus sign. 


Rate of Bond Interest Determines Saving 


After applying the rate of 85.5% for excess profits 
tax net of Post War Refund or Credit for Debt Retire- 
ment and the aggregate rate of 40% for normal tax 
and surtax the change in total taxes is reflected by 
the formula: 


855 xX CR X my 





1000 X 100 
40X6XCR CRX (546—171 XI) 


ea TE 


100 X 100 20,000 


Although this formula is different from that de- 
veloped above for the recapitalization of a corporation 
which computes its excess profits credit under the 
invested capital method, the consequences drawn 
from its analysis equally apply here. Here again the 
rate of bond interest determines whether the recapi- 
talization results in a tax saving or tax increase. The 
turning point, however, lies here at 3.193%. Also 
here, tax saving is the larger, the higher the rate of 
bond interest and the greater the amount of bonds 
exchanged for stock. Tax increase, on the other 
hand, is the larger, the smaller the interest rate is, 
provided, of course, that it is below 3.193%, and tax 
increase also is raised by an increase of the exchange 
amount. 

Under the assumption of the same recapitalization 
as set forth above, namely that $500,000 of preferred 
stock are exchanged for $500,000 bonds bearing in- 
terest at 5%, net income before recapitalization 
amounts to $250,000 and the original excess profits 
credit is $135,000, but computed under the earned 
income method, the computation of total Federal 
taxes after recapitalization is as follows: 





minus 





415 






























































































































































































































































































































































Net income before recapitalization 


$250,000 


Less additional deduction for interest on bonds 25,000 
Net income after recapitalization $225,000 
Excess profits credit: . 

Amount before recapitalization...... $135,000 

Reduction by 6% of capital stock retired 30,000 

Revised excess profits credit $105,000 

Specific exemption 10,000 $115,000 
Adjusted excess profits net income $110,000 
Excess profits tax 95% $104,500 
Credit for debt retirement . 10,450 $ 94,050 
Normal tax and surtax 40% of $115,000 46,000 
Total federal taxes $140,050 
Total federal taxes before recapitalization $147,775 
Total federal taxes after recapitalization $140,050 
‘Tax saving due to recapitalization S 7755 


By applying the formula developed above 
CR X (546—171 X I) 


20,000 
to the data of this example the following computation 
takes place: 
500,000 * (546— 171 X 5) 
—_— equals minus 7,725. This 


20,000 
means a tax saving of $7,725, as computed above. 
If the bond interest rate were 244% only, the appli- 
cation of the formula would show: 
500,000 X (546 — 171 X 2.5) 


20,000 

or plus 2962.50, i. e. a tax increase of $2,962.50. Thus, 
by electing a 214% interest rate instead of 5% the 
company lessens its interest liability by $12,500 a year, 
but at the same time foregoes a tax saving of $7,725— 
and suffers a tax increase of $2,962.50, so that its tax 
burden is increased by a total of $10,687.50 and its 
net saving due to the lower interest rate is not more 
than $1,812.50. This result, of course, prevails under 
the present tax law only. If, as may be expected, 
during the life of a long term indebtedness tax rates 
were to be lowered, the election of a smaller interest 
rate might well be justified in spite of the present 
situation. 

Should the bonds bear interest at 6%, the tax sav- 
ing due to recapitalization would amount to 


500,000 X (546 — 171 X 6) 


20,000 
or $12,000. Whereas the interest expense is increased 
by $5,000—, tax saving at the same time is raised by 
$4,275, if the bonds bear interest of 6% instead of 5%. 
The net cost of that higher interest to the company, 
therefore, is only $725 under the present tax law. 

Each one percent by which the interest rate is 
raised costs the corporation $725, and each one 
percent by which the interest rate is lowered saves 
the corporation that amount, after the change in 
total taxes is taken into account and provided that the 
amount of recapitalization of $500,000 remains un- 
changed. 

Summarizing the foregoing, it can be said that a 
recapitalization consisting in the retirement of capital 
stock and issue of bonds in an equal amount results 
in a saving of total Federal taxes, unless the interest 
rate of the bonds is below a specific percentage, and 
that such saving increases or decreases in proportion 
to an increase or decrease of the interest rate and 
amount of recapitalization. 
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V 
Taxpayer Retires Interest Bearing Bonds, Issuing an 


Equal Amount of Capital Stock to the 
Bondholders in Exchange 


This kind of recapitalization being the reverse of 
the kind previously considered has the contrary effect 
upon total Federal taxes. That is to say, it results 
in a tax increase, unless the interest rate of the retired 
bonds was below a certain percentage. Here again, 
the recapitalization of a company which uses the in- 
vested capital method for computing its excess profits 
credit and that of a corporation whose excess profits 
credit is computed under the earned income method 
must be dealt with separately. Here also, formulas 
will be developed reflecting the change in taxes. Their 
symbols are: 

“NC” indicating the amount of new capital issued 
and also the equal amount of retired bonds, 
and 

“1” representing the rate of interest of those bonds. 

If the invested capital method is used by the cor- 
poration for computing its excess profits credit, the 
recapitalization in consideration converts borrowed 
capital to be included in invested capital at only 50% 
into equity capital 100% of which constitutes invested 
capital. Hence, by the recapitalization the excess 
profits credit is increased and income subject to excess 
profits tax is decreased by 8% of half the newly issued 

8X NC 8 X NC 
capital stock, symbolized by ———— or ———-. 

100 X 2 200 
Another reduction of the adjusted excess profits net 
income results from the elimination of 50% of the 
interest of bonds which had constituted 50% interest 
on borrowed capital and, therefore, had to be added 
to excess profits net income. They are reflected by 


NC X I 
the formula On the other hand, excess 
200 
profits net income becomes larger by the elimination 


NC X I! 
of the deduction for bond interest, i. e. 





100 
Hence the change in adjusted excess profits net in- 
come is represented by the formula: 

NCXI 8XNC NCXI NCX (I—8) 
iin i sneibane ett nit: lenin. iP” Scanitlcal tala laa 

100 200 200 200 

The normal tax and surtax net income is affected 

by the elimination of the deduction for bond interest, 





NC X I 
i. e. plus and in addition thereto, by the 
100 
amount of the change in income subject to excess 


profits tax, but in the opposite direction, as every 

increase of the latter reduces the normal tax and sur- 

tax income and vice versa. This is symbolized by 
NC X (I—8) 


minus 





The total change in normal 
200 


tax and surtax net income, therefore, is shown by the 
formula: 

NCX1 NCxX(I—8) NCX(1I+8) 

—_—— nn 80 

100 200 200 
lf the 85.5% rate for excess profits tax net of Post 

War Refund or Credit for Debt Retirement and the 
40% rate for the aggregate of normal tax and surtax 
is applied, the following formula for the change in 
total Federal taxes is obtained: 
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855 X NC X (I—8) 40x NC X (I+ 8) 


SE ee Se ee Eee ek eee ee ee eee 
1000 X 200 100 X 200 
NC X (251 X I—728) 
40,000 


For the purpose of proving the formula to be correct 
the following data are assumed. Before recapitaliza- 
tion the taxpayer had a capital stock of $1,000,000, 
an earned surplus at the beginning of the tax year 
of $437,500 and $500,000 of 5% interest bearing 
bonds issued and outstanding. Total invested capital 
(equity and borrowed), therefore, amounted to 
$1,687,500 and excess profits credit to $135,000. Net 
income after deducting $25,000 for bond interest was 
$225,000. 

Taxes before recapitalization were to be computed 
as follows: 


Net income = $225,000 
Add 50% of interest on borrowed 

EE reg scenes 12,500 
Excess profits net income a $237,500 
Excess profits credit...... .. $135,000 
Specific exemption ...... .. 10,000 $145,000 
Adjusted excess profits net income $ 92,500 
Excess profits tax 95% ... . $ 87,875 ag 
Credit for debt retirement......... 8,878.50 $ 79,087.50 
Normal tax and surtax 40% of 

$225,000 minus $92,500 or $132,500. 53,000 
Total federal taxes before recapitalization $132,087.50 


After the recapitalization by issuing new stock of 
$500,000—for bonds retired in an equal amount net 
income will be increased by $25,000—previously de- 
ducted for bond interest. Federal taxes now are: 


i | — eam eT ea $250,000 
Excess profits credit before recap- 

HANEPANION 5 oes ap Sms aren $135,000 
Add 8% of $500,000 new capital + 40,000 

$175,000 

Deduct 8% of $250,000 borrowed in- 

vested capital retired.............. 20,000 
Revised excess profits credit......... $155,000 
Specific exemption ......... 10,000 $165,000 
Adjusted excess profits net income . $ 85,000 
Excess profits tax 95%...... 


.. $ 80,750 
8,075 $ 72,675 


Credit for debt retirement... 


Normal tax and surtax 40% of $250,000 


minus $85,000 or $165,000....... 66,000 
Total federal taxes after recapitalization . $138,675 
Total federal taxes before recapitalization 132,087.50 
Tax increase due to recapitalization $ 6,587.50 


NC X (251 X I—728) 
The formula —-__—————-————_, if applied to 
40,000 

the above example, gives the following result: 
500,000 * (1255 — 728) 
—__—_____—_—_—— or plus 6587.50, i.e., a tax in- 
40,000 

crease of 6,587.50 as above. 

If the earned income method is used for computing 
excess profits credit, the income subject to excess 
profits tax is again increased by the elimination of 





* No allowance of 25% for new capital can be claimed on account 
of the limitation of Sec. 718(a) (6)(E) I. R. C. 
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INC XI 
the bond interest deduction (plus —————-) and de- 
100 


creased by the addition of 8% of the new capital to 
NC X8 
excess profits credit (minus ~), so that its total 
100 
NC X (I— 8) 
change is expressed by the formula —-——————. 
100 
Normal tax and surtax income becomes larger by the 
NCX8 . 
———). If the 
100 
respective tax rates are applied, the change in total 
taxes is reflected by the formula: 


increase of excess profits credit (plus 


855 X NC X (I—8) 40 X NC X8 
(a plus — 
1,000 100 100 X 100 
NC X (171 X I—728) 
or -———-—__—_- —. 


20,000 
For the recapitalization case assumed above this 
500,000 * (855 — 728) 
formula means plus —--—-----—— or a tax 
20,000 

increase of $3,175. 

The computation of total taxes before and after the 
recapitalization proves the correctness of the formula. 


Before After 
recapitalization 
Net income .. $225,000 $250,000 
Excess profits credit original 135,000 
Excess profits credit revised by addition 
of 8% of new capital. . 175,000 
$ 90,000 $ 75,000 
Specific exemption ...... . 10,000 10,000 
Adjusted excess profits net income. . $ 80,000 $ 65,000 
Excess profits tax 95%... $ 76,000 $ 61,750 
Credit for debt retirement 7,600 6,175 
Excess profits tax due. $ 68,400 $ 55,575 
Normal tax and surtax 40% of 
I ic eo Sats rss ho Be 58,000 
EE 74,000 
Total federal taxes... 2... ele eeee. $126,400 $129,575° 
Tax increase due to recapitalization 3,175 
$129,575 $129,575 


Both formulas developed for the recapitalization in 
consideration, namely 


NC X (251 X I—728) 


40,000 
under the invested capital method and 
NC X (171 X I— 728) 


20,000 

under the earned income method indicate a tax in- 
crease, unless the interest rate (“I”) is so low, that 
251 X I and 171 X I respectively is less than 
728 and, therefore, produces a minus sign, when the 
formulas are applied. The turning point for the first 
formula is 2.9 and that for the second formula is 
4.2573%. This means that, if the interest rate of the 
bonds retired was 2.9% or less in the case of a com- 
pany which computes its excess profits credit under 
the invested capital method, and 444% or less in the 
case of a corporation which uses the earned income 
method for computing excess profits credit, a tax 
saving results from the recapitalization. 
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The formulas also show that, above the turning 
point, tax increase is the larger, the bigger the amount 
of recapitalization and the higher the rate of bond 
interest, and, below the turning point, tax saving 
is increased by a smaller interest rate, but a greater 
amount of recapitalization. 

Thus, if a corporation decides to change its capital 
structure by issuing new stock in exchange for bonds, 
in order to lessen its interest expense, it will accomp- 
lish this objective to the full extent, i.e. without the 
saving of interest being partly offset by a greater tax 
burden, only if the rate of bond interest was com- 
paratively small, that is to say below the rates shown 
above. In such case, it may obtain a more or less 
substantial tax saving in addition to the saving of 
interest. However in those very cases in which the 
interest rate is particularly high and, hence, the need 
for saving such interest particularly urgent, the com- 
pany faces the fact that a more or less substantial 
part of the saving in interest is lost by the increase in 
taxes which is inevitably connected with the recapitaliza- 
tion. Yet, it should be kept in mind, that all conclu- 
sions drawn in this essay are based on the present 
tax law. Their validity ends with its effectiveness. 


VI 


Taxpayer Retires Stock, Issuing Interest Bearing 
Bonds in Exchange for Part of the Retired Stock 
Pays Cash for the Balance of the Redemption Price 


A similar example as used above shall be assumed: 
A corporation retires its preferred stock of $500,000 
at par, but instead of replacing it by a bond issue in 
the same amount, pays $200,000 in cash and issues 
$30,000 of 5% interest bearing bonds to the holders 
of the preferred stock. All other data remain un- 
changed. Thus, excess profits credit computed under 
the invested capital method was $135,000 and net 
income $250,000 before the recapitalization. Total 
Federal taxes on that income were computed above 
to be $147,775. 

After the recapitalization is accomplished by pay- 
ing cash and issuing the bonds total Federal taxes 
are as follows: 














Net income before recapitalization $250,000 
Deduct 5% interest on $300,000 bonds 15,000 
Net income after recapitalization $235,000 
Add 50% of interest on borrowed capital 7,500 
Excess profits net income $242,500 
Excess profits credit: 

Amount before recapitalization. . $135,000 

Less 8% of capital stock retired 40,000 

Balance $ 95,000 

Plus 8% of borrowed invested 

capital (50% of bonds issued) 12,000 

Revised excess profits credit $107,000 

Specific exemption 10,000 $117,000 
Adjusted excess profits net income $125,500 
Excess profits tax 95% $119,225 a “3 
Credit for debt retirement 11,922.50 $107,302.50 


Normal tax and surtax 40% of 


$235,000 minus $125,500, or $109,500 43,800 
Total federal taxes after recapitalization $151,102.50 
Total federal taxes before recapitalization 147,775 
Tax increase due to recapitalization S$ 33275 


By developing a formula for this change in total taxes 
its characteristic features will again be determined. 
The symbols used for that purpose once more are 


418 





“CR” for the amount of stock retired and “I” the 
rate of bond interest ; but a new symbol is to be intro- 
duced for the amount paid in cash upon the redemp- 
tion of the stock, the symbol “M”. As the amount of 
bonds issued equals the difference between the capital 
reduction and the cash payment, “CR minus M” rep- 
resents the bond issue. 

When the effect of the recapitalization involved on 
total taxes is considered, the same method as used 
above shall be pursued. 

Adjusted excess profits net income is decreased by 
the additional deduction for bond interest minus 50% 
of such interest which is to be added back as interest 

IX (CR—M) 
on borrowed invested capital ————————_, but, in 
200 
consequence of the reduction of excess profits credit, 
8 X CR 
is increased by 8% of the capital reduction 
100 
minus 8% of the new borrowed invested capital rep- 
8 X (CR—M 
resented by 50% of the bond issue ——-——————. 
200 
The total change in the income subject to excess 
profits tax, hence, is expressed by the formula: 
IX (CR—M) 8X CR 
minus -—--——————— plus ————_ 
200 100 
8 X (CR— M) 
minus ——-———————- or 
200 
16 X CR— (I + 8) X (CR—M) 


200 
8X (CR + M) —I X (CR—M) 


or 


200 
The change in normal tax and surtax net income 
consists of a decrease equaling the reduction of the 
8X CR 8 X (CR— M) 
excess profits credit minus ————————— 
100 200 
and-a further decrease in the amount of 50% of the 
bond interest added back to the excess profits net 
I X (CR—M) 
income ————_—_- 
200 
tax and surtax net income, therefore, is reflected by 
the formula: 


. The total decrease in normal 


8 X CR 8 X (CR— M) 
minus —————————— 
100 200 
I X (CR—M) 
plus ~——-—————_ or 
200 


16X CR—8XCR+8XM+IXCR—IXM or 
200 
8X (CR+ M) +1X (CR—M) 


200 
As the formula indicates a decrease, it must receive a 
minus sign. 

For the purpose of forming the formula for the 
change in total taxes, the rate of 85.5% for excess 
profits tax net of Post War Refund or Credit for Debt 
Retirement and the aggregate rate of 40% for normal 
tax and surtax is to be applied. Then, the change in 
total taxes due to the recapitalization in consideration 
is expressed by the formula: 
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or 


(855 X 8— 400 X 8) X (CR + M) — (855 X I + 400 X I) X (CR— M) 


200,000 
728 X (CR + M) —251 XI X (CR—M) 





40 8X (CR+M)+1xX(CR—M) 


minus — X 


100 200 


40,000 
If used for the example assumed above, the computation based on this formula is as follows: 


728 X (500,000 + 200,000) — 251 X 5 X (500,000 — 200,000) 


or 


40,000 


509,600,000 — 376,500,000 


40,000 


This amount of tax increase in the sum of $3,327.50 


equals that in which the above computation resulted. 


An analysis of the final formula shows that an in- 
crease in total Federal taxes is not the inevitable con- 
sequence of the recapitalization under consideration. 
If the product 251 X I X (CR—M) exceeds the 
product 728 X (CR + M), the effect of the recapitali- 
zation on total taxes is not an increase, but a saving 
in taxes. For, in such case application of the formula 
results in a minus amount. This may be achieved by 
increasing the rate of bond interest or reducing the 
cash payment and correspondingly raising the bond 
issue at the same time or a combination of both 
measures. 


In the recapitalization case underlying the above 
example an increase of the bond interest from 5 to 7% 
with unchanged cash payment and bond issue will 
cause a tax saving of $487.50, a decrease of the cash 
payment from $200,000 to $100,000 with the bond issue 
raised to $400,000, but unchanged interest rate of 5% 
will result in a tax saving of $1,630 and lowering the 
cash payment from $200,000 to $150,000 combined with 
raising the bond issue to $350,000 and the bond in- 
terest from 5% to 6% will show a tax saving of 
$1,347.50. 


The general principle controlling this kind of re- 
capitalization may be said to be that the higher 
the rate of bond interest and the smaller the portion 
is which the cash payment constitutes of the redemp- 
tion price for the stock retired, the less total taxes are 
increased or the more taxes are saved, respectively. 
Use of the formula developed above may be of some 
help to a corporation contemplating a recapitalization 
of the kind in question, when making its decision about 
the details, i. e., what interest rate should be stipulated, 
what amount should be paid in cash, etc. The formula 
and the general principle derived from it, furthermore, 
clearly proves that, under the tax point of view, it is 
of no use to improperly exhaust the company’s cash 
funds in order to keep the bond issue as low as pos- 
sible, and that, on the other hand, an increase of the 
bond indebtedness and a higher interest rate may not 
be too detrimental, because the larger interest expense 
is partly offset by a tax saving, at least under the 
present tax law. 


If the corporation’s excess profits credit is computed 
under the earned income method, the effect of the 
recapitalization in question is different, as far as the 
amount of tax increase or tax saving respectively and 
the turning point is concerned at which tax increase 
changes to tax saving. The general principle, how- 
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13,310 


or 





or 3,327.50. 


ever, as pointed out above for a corporate taxpayer 
computing its excess profits credit under the invested 
capital method, equally applies here. 

As the reader following the methods used in the 
foregoing may easily compute total Federal taxes and 
work out the formula, only the result of the tax com- 
putation and the final formula shall be given herewith. 

Total Federal taxes after the recapitalization as 
assumed in the above example, if the excess profits 
credit of originally $135,000 is computed under the 
earned income method, would be $148,600 compared 
with $147,775 total Federal taxes before the recapitali- 
zation; this means a tax increase of $825. The for- 
mula reflecting the change in total Federal taxes is 
546 X CR — 171 XI X (CR— M) 
—_—_——.. This formula too 

20,000 

shows that raising the rate of bond interest or reduc- 
ing the amount of cash payment and correspondingly 
increasing the amount of the bond issue or a com- 
bination of the two measures may again turn the 
increase of total Federal taxes resulting from the 
recapitalization into tax saving, and that the rate of 
bond interest and the amount of cash payment deter- 
mines the larger or smaller amount of tax increase 
or tax saving respectively. 


VII 


Taxpayer Retires Interest Bearing Bonds Issuing New 
Stock to the Bondholders for Part of the Retired 
Bond Amount and Paying the Balance in Cash 


The example to start with in investigating this kind 
of recapitalization is based on the same facts as assumed 
in Part V (page 416). A corporation with a capital 
stock of $1,000,000 and earned surplus at the begin- 
ning of the tax year in the amount of $437,500 and 5% 
interest-bearing bonds outstanding in the sum of 
$500,000 is assumed to have a net income of $225,000 
after deducting $25,000 for bond interest. Its invested 
capital (equity and borrowed) amounts to $1,687,500 
and, hence, its excess profits credit computed under 
the invested capital method to $135,000. Total Fed- 
eral taxes on account of these facts, i. e. before re- 
capitalization were computed at $132,087.50. The 
company now contemplates a recapitalization by re- 
deeming the total bonds outstanding in the amount 
of $500,000 for $200,000 in cash and $300,000 in new 
capital stock to be issued. All other facts remaining 
unchanged, total Federal taxes after such recapitali- 
zation would be computed as follows: 
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Net income before recapitalization $225,000 
Add deduction for bond interest no longer allowed 25,000 
Net income after recapitalization $250,000 
Excess profits credit: Y 
Before recapitalization ... $135,000 
Add 8% of new capital of $300,000 24,000 
$159,000 
Deduct 8% of retired borrowed 
invested capital, i. e. $250,000 20,000 
After recapitalization $139,000 
Specific exemption 10,000 149,000 
Adjusted excess profits net income $101,000 
Excess profits tax 95% $ 95,950 : 
Credit for debt retirement 9,595 $ 86,355 
Normal tax and surtax 40% of ; 
$149,000 , 59,600 
Total federal taxes after recapital- oie 
ization i ee a $145,955 
Total federal taxes before recapital- ; 
ization $132,087.50 
Tax increase due to recapitalization $ 13,867.50 


For the purpose of obtaining the formula reflecting 
the change in total taxes the following Symbols are 
to be used: 


“T” for the rate of interest of the bonds retired, 

“NC” for the amount of new capital issued, 

“M” for the amount of cash paid upon redemption 
of the bonds and, consequently, “NC plus M” for the 
amount of bonds retired. In developing the formula 
consideration must be given to 
(A) the increase of adjusted excess profits net in- 

come due to the elimination of the deduction for 

IX (NC + M) 

bond interest : plus —————————_ 

100 
(B) the further increase of that income resulting 
from the reduction of excess profits credit by 
the retirement of the borrowed invested capital, 
i.e. half the amount of the bonds retired: 
8 X (NC + M) 








plus ———- —- 
200 
(C) the decrease of that income by 8% of the newly 
issued capital, caused by an equal increase of 
8 X NC 
excess profits credit: minus — 
100 
(D) the further decrease of that income by 50% of 


the interest on the bonds retired which was pre- 
I X (NC + M) 
viously added back: minus —————————_ 
200 
The total change in adjusted excess profits net in- 
come, hence, is symbolized by the formula: 
IX (NC + M) 
plus --— ————-—- 
100 
8 X (NC + M) 
plus - — minus 
200 
I X (NC + M) 
minus ——————————_ or 
200 
IX (NC + M) —8 X (NC— M) 


8X NC 





100 


200 
The normal tax and surtax income is affected by the 
changes shown under (B), (C) and (D) above, but in 
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the reversed direction, because every increase of the 
income subject to excess profits tax constitutes a de- 
crease of the normal tax and surtax net income and 
vice versa. The change shown under (A) above is 
not to be taken into account. For the elimination of 
the interest deduction increases both the net income 
which is the basis for computing the normal tax and 
surtax net income and the income subject to excess 
profits tax which is to be credited against the net 
income, when the normal tax and surtax net income 
is to be determined. Thus, the change in normal tax 
and surtax net income is expressed by the formula: 


8 X (NC+M) 8X NC I X (NC+M) 
minus -——— — plus plus ae 
200 100 200 
IX (NC + M) +8 X (NC—M) 
| Ge ee eee 


200 
If the percentages of 85.5 for excess profits tax net 
of Post War Refund or Credit for Debt Retirement 
and 40 of the aggregate of normal tax and surtax are 
applied, the formula which reflects the change in total 
taxes due to the recapitalization is 


855 X I X (NC + M) —855 X 8 X (NC— M) 


1000 200 
40 x I X (NC + M) + 40 X 8 X (NC—M) 
plus —-————_— ee cclhastiioeed 


100 < 200 
251 X I X (NC + M) —728 X (NC—M) 





or 





40,000 
Substituting the data of the above example for the 
symbols of the formula results in the following com- 
putation: 


251 X 5 X 500,000 — 728 X 100,000 
40,000 


or 13,867.50, i.e. the amount 
$13,867.50 computed above. 


The formula shows that, the smaller on the one 
hand the rate of bond interest was and the smaller on 
the other hand the cash payment and, consequently, 
the greater the issue of new stock is, the less total 
taxes will be increased by the recapitalization under 
consideration. Should the redemption of the bonds 
in cash be particularly small in proportion to the 
newly issued capital stock, and should the rate of 
interest of the bonds retired have been low, it is quite 
possible that even this kind of recapitalization results 
in a tax saving instead of a tax increase. For example, 
if the interest rate was 2% only and new capital is 
issued in the amount of $450,000, while the redemption 
price paid in cash is limited to $50,000, total Federal 
taxes after recapitalization would be decreased by 
$1,005. Apart from such cases the realization of which 
will not be very frequent, however, a recapitalization 
consisting in retirement of bonds by a part cash pay- 
ment and issue of new stock for the balance generally 
means a tax increase which is substantially larger 
than that of a recapitalization in which new stock 
replaces bonds retired to the full extent. 

With the latter kind of recapitalization the pres- 
ently considered type has in common that, when the 
bond interest rate is considerably high and therefore 
the redemption of the bonds particularly pressing, a 
substantial part of the saving of interest after the 
recapitalization is absorbed by the increase in taxes. 
In the example shown at the beginning of this part 
of this article the saving of interest amounts to $25,000, 
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whereas the taxes are increased by $13,867.50. More 
than half of the saving is offset by the rise in taxes, 
although the interest rate was not higher than 5%. 
The ratio of interest saving to tax increase becomes 
the more unfavorable, the higher the interest rate of 
the bonds. If the bond issue, as in the above example, 
is $500,000, each one percent in excess of 5% interest 
means an additional saving of $5,000 in interest ex- 
pense, but also an additional tax increase of $3,137.50, 
so that the net saving is only $1,862.50 for each one 
percent of interest burden which is eliminated by the 
recapitalization. 

So far the recapitalization of the kind involved has 
been considered in connection with a corporation 
which used the invested capital method in computing 
its excess profits credit. However, all those principles 
which were shown to be valid in such case apply 
equally to a corporation which computes its excess 
profits credit under the earned income method. 


In order to shorten this essay, it may again be left 
to the reader to compute Federal taxes after recapitali- 
zation and develop the proper formula. If the same 
data are assumed as above—apart from the different 
method of computing excess profits credit—he will 
find that total Federal taxes after recapitalization 
amount to $136,855, whereas, in Part V (page 416), 
total Federal taxes before recapitalization were com- 
puted to be $126,400. Tax increase, hence, amounts 
to $10,455. The formula developed under the method 
as used above is as follows here: 


171 X I X (NC + M) —728 X NC 





20,000 


lf it is assumed that the interest rate of bonds retired 
was 2% instead of 5% and only $50,000 is to be paid in 
cash, whereas $450,000 of new capital is to be issued 
for the balance of the bond amount, the recapitaliza- 
tion would result not in a tax increase, but a tax sav- 
ing of $7,830. An interest rate of 2% with unchanged 
cash payment of $200,000 and also unchanged stock 
issue of $300,000 would mean a tax saving of $2,370, 
and even an interest rate of 3%, when the cash pay- 
ment is reduced to $100,000 and the stock issue raised 
to $400,000, would turn the tax increase to a tax sav- 
ing of $1,735. 

The determining factors under both methods of 
computing excess profits credit are the interest rate 
of the bonds retired and the proportion of the cash 
payment made for the bond redemption. 


VIII 


Significance of the 80% Limitation of 
Sec. 710 (a) (1).(B) I. R. C. 


The 80% limitation of Sec. 710 (a) (1) (B) I. R.C. 
which limits the aggregate of excess profits tax before 
Post War Refund or Credit for debt Retirement, 
normal tax and surtax to a maximum of 80% of the 
surtax net income, and in various respects’? causes 
significant peculiarities, makes it necessary to con- 
sider the effect of recapitalization on Federal taxes 
separately for those cases in which either both before 
and after the recapitalization or only before or only 
after it the limitation is effective. The reason is that 
the principles and formulas developed in the fore- 
going then lose validity. 


_ 


1See this author’s article in the January 1944 issue of TAXES— 
The Tax Magazine, 


The Effect of Recapitalization on Federal Taxes 





The 80% Limitation Applies Both Before and 
After the Recapitalization 


If the limitation applies both before and after the 
recapitalization, total taxes, before Post War Refund 
or Credit for Debt Retirement is taken into account, 
cannot exceed 80% of the surtax net income, that is 
to say of the respective surtax net income before and 
after the recapitalization. Hence, those total taxes 
before and after recapitalization differ by 80% of such 
change in the surtax net income as results from the 
recapitalization. Thus, when the corporation substi- 
tutes bonds for stock, total taxes before Post War 
Refund or Credit for Debt Retirement are decreased 
by 80% of the newly created deduction for bond in- 
terest, and, when the recapitalization consists of a 
change from bonds to stock, such total taxes are in- 
creased by 80% of the former deduction for bond 
interest which after the recapitalization is no longer 
allowable. 


The situation is not quite so simple, if the Post War 
Refund or Credit for Debt Retirement is taken into 
consideration. Within the 80% limitation every in- 
crease of normal tax and surtax means a decrease of 
excess profits tax in an equal amount and vice versa. 
For any excess of the aggregate of both taxes over 
80% of the surtax net income is to be applied to 
excess profits tax only. In consequence thereof, the 
larger the portion of this 80% formed by normal tax 
and surtax, the smaller the portion represented by 
excess profits tax, and vice versa. Obviously, a shift- 
ing from normal tax and surtax to excess profits tax 
or from excess profits tax to normal tax and surtax 
within the 80% limitation cannot affect the total taxes, 
before Post War Refund or Credit for Debt Retire- 
ment is taken into account, since their aggregate in- 
variably stands with 80% of the surtax net income. 
However, it determines the excess profits tax por- 
tion of the total 80%, and, in this way, concerns the 
Post War Refund or Credit for Debt Retirement which 
is 10% of that portion. Hence, the change in Post War 
Refund or Credit for Debt Retirement due to the recapi- 
talization, when the 80% limitation applies both 
before and after, consists of 10% of the change in the 
80% net income and 10% of the change in normal tax 
and surtax. The result is that in the cases under 
consideration the change in total taxes after Post War 
Refund or Credit for Debt Retirement equals 72% of 
the change in net income plus 10% of the change in 
normal tax and surtax. 


The fact that this 10% of the change in normal tax 
and surtax must be added at all times, can be explained 
by the fact that in all those cases in which the recapi- 
talization results in a tax saving normal tax and surtax 
also declines due to the recapitalization, so that Post 


_War Refund or Credit for Debt Retirement are in- 


creased and the change in normal tax and surtax, thus, 
adds to the tax saving. On the other hand, when the 
recapitalization means a tax increase, normal tax and 
surtax is larger; hence such change in normal tax 
and surtax causes a decrease of Post War Refund and 


Credit for Debt Retirement and adds to the tax in- 
crease. 


Within the 80% limitation, whether the recapitali- 
zation leads to a tax saving or tax increase, can 
immediately be determined, and no modification takes 
place on account of a specifically low interest rate or 
smaller amount of cash payment. A recapitalization 
by which bonds are issued, regardless of whether the 
bond issue covers the amount of retired stock fully 
or partly, creates a new deduction for interest and, 
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therefore, means a tax saving, whereas a recapitali- 
zation which retires bonds at any amount eliminates 
such interest deduction and, hence, increases taxes. 
Thus, it is easy to develop the applicable formulas, 
all the more as the formulas for the change in normal 
tax and surtax net income as shown in Part IV (page 
414), V (page 416), VI (page 418) and VII (page 419), 
can be used. 

(a) When capital stock is replaced by bonds in an 
equal amount and excess profits credit is computed 
under the invested capital method, the tax saving con- 
sists of 72% of the newly allowable interest deduction, 

72X 1X CR 
represented by the formula plus 10% 
100 X 100 
of the change in normal tax and surtax, symbolized by 
40 X CR X (8 + I) 


the formula 





(see Part IV supra). 
1,000 < 200 


The aggregate of these two formulas is 


72X1XCR 40 X CR X (8+ I) 
eee = plus © - --— 
10,000 200,000 
CR X (37 XI +8) 
or —_—_————__—__—_- 


5,000 

This formula reflects the tax saving due to the re- 
capitalization after Post War Refund or Credit for 
Debt Retirement. 

To prove its correctness the example used in Part 
IV shall be modified by assuming a net income of 
$800,000 instead of $250,000, all other data remaining 
unchanged. Computation of total taxes before and 
after recapitalization follows: 





Before After 
recapitalization 
Net income . $800,000 $800,000 
Deduct interest on 1 bonds 25,000 
Oe ee ee en ee $800,000 $775,000 
Add 50% interest on borrowed capital 12,500 
Excess profits net income ne $800,000 $787,500 
Excess profits credit and specific exemp- 
tion re 145,000 125,000 
Adjusted excess profits net income $655,000 $662,500 
Excess profits tax 95% $622,250 $629,375 
80% of surtax net income $640,000 $620,000 
Less normal tax and surtax 58,000 45,000 
Excess profits tax due $582,000 $575,000 
Credit for debt retirement 58,200 57,500 
Excess profits tax net . $523,800 $517,500 
Normal tax and surtax 58,000 45,000 
Total federal taxes $581,800 $562,500 
Tax saving due to recapitalization 19,300 
$581,800 $581,800 


Application of the above formula results in the fol- 
lowing computation: 


500,000 x (37 X5 + 8) 


— or 100 X (185 + 8) or 19,300. 
5,000 

If in the assumed case excess profits credit is com- 

puted under the earned income method, the formula 

for the change in total taxes after Post War Refund 


CR X (9 X I+ 3) 
or Credit for Debt Retirement 1s —————————_ 


’ 


1250 


indicating tax saving. 
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It seems unnecessary to develop the formulas for 
the various other kinds of recapitalization and to 
prove their correctness, as the reader undoubtedly be- 
came familiar with the method used and is in a posi- 
tion to verify the formulas. For this reason the 
further consideration of the subject is limited to 
giving those formulas in their final shape. 

(b) When bonds are retired and stock is issued in 
exchange in an equal amount, total taxes after Post 
War Refund or Credit for Debt Retirement are in- 
creased by an amount which may be computed by 

NC X (37 X I + 8) 
applying the formula: —-__—-_————_, if excess 
5000 
profits credit is computed under the invested capital 
NC X (9 X I+ 4) 
method, and the formula —-——————————_, if the 
1250 
earned income method is used. 

(c) The retirement of stock for bonds and part 
payment of cash results in a saving of total taxes after 
Post War Refund or Credit for Debt Retirement 
which is reflected by the formula: 


37 X IX (CR—M) +8 X (CR+ M) 


5,000 
if the invested capital method is used for computing 
excess profits credit, and the formula: 
CR X (9X +3)—9X IXM 
1,250 
if excess profits credit is computed under the earned 
income method. 

(d) If bonds are retired for stock and part payment 
of cash, once more a tax increase takes place, which 
is symbolized by the formula 

37 X IX (NC + M) + 8 X (NC— M) 


5,000 
under the invested capital method and by the formula: 
NC X (9X1I+4)+9XIXM 


1,250 
under the earned income method. 

These formulas serve the purpose easily and with- 
out the necessity of detailed computation in the reg- 
ular way to ascertain the effect of recapitalization on 
total taxes after Post War Refund or Credit for Debt 
Retirement in the various possible instances, when 
both before and after the recapitalization the 80% lim- 
itation is effective. 

But, it may be asked, how is it possible to make sure 
whether or not this limitation applies before and after 
recapitalization, if not by detailed tax computation in 
the regular way? The answer is that taxes before 
recapitalization will be known or, if not, must be 
computed. Then, of course, it is ascertainable whether 
or not the limitation is effective before recapitaliza- 
tion. The next step is to use the formulas as developed 
in Parts 1V, V, VI and VII, but modified by adding 
back 9.5% of the change in adjusted excess profits 
net income, in order to obtain the formulas for the 
change in total taxes before Post War Refund and 
Credit for Debt Retirement; for these total taxes are 
taken into account, when an excess over 80% of the 
surtax net income is to be ascertained. The aforesaid 
modified formulas for the change in total taxes before 
Post War Refund and Credit for Debt Retirement are: 

(a) When stock is issued in an equal amount for 

CR X (88 — 27 X I) 
bonds retired ————————————_ 


under the invested 
4,000 
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CR X (66—19 X I) 
2,000 


capital method and 


under the 


earned income method; 
(b) when bonds are retired and stock is issued in 
NC X (27 X I— 88) 
exchange in an equal amount ———————————_——_ 

4,000 

under the invested capital method and 

NC X ‘o x I— 88) 
—————-_ under the 


earned income 


2 ,000 
method ; 
(c) when stock is retired for bonds and part pay- 
ment of cash 
88 X (CR + M) —27 X I X (CR—M) 


under the invested capital method and 
66 X CR—19 X I X (CR—M) 


2,000 
under the earned income method; 
(d) when bonds are retired for stock and part pay- 
ment of cash 
27 X I X (NC + M) —88 X (NC— M) 


4,000 
under the invested capital method and 
19x I X (NC + M) —8&8& X NC 


2,000 
under the earned income method. 

When the change in total taxes before Post War 
Refund and Credit for Debt Retirement computed 
by using these modified formulas—as the case may be 
—is added to or deducted from the total taxes before 
Post War Refund and Credit for Debt Retirement, 
as they were before the recapitalization, it can be 
determined, whether or not the 80% limitation is 
effective after recapitalization. Then, it is also de- 
cided, what formulas are applicable, those developed 
in Part IV, V, VI and VII for the normal cases or 
those valid within the 80% limitation. At any rate, 
all detailed computations of total taxes after recapi- 
talization may be avoided by the use of the formulas. 


The 80% Limitation Applies Either Before, but Not 
After, or After, but Not Before, the Recapitalization 


In the foregoing the significance of the 80% lim- 
itation effective both before and after the recapitali- 
zation was taken into consideration. If the limitation 
applies either before, but not after, or after, but not 
before, the recapitalization specific formulas would 
be impracticable, because each single case has its indi- 
vidual features. However, the following general 
principles are valid and lead to a modified use of the 
formulas even in these instances: 

(1) If the 80% limitation applies before, but not 
after the recapitalization, tax saving is less and tax 
increase is more than in the event that the 80% lim- 
itation is effective neither before nor after the re- 
capitalization. 

(2) If the 80% limitation applies after, but not 
before the recapitalization, tax saving is larger and 
tax increase is smaller than in the case in which the 
80% limitation is effective neither before nor after 
the recapitalization. 

The difference equals 90% of the excess over 80% 
of the surtax net income by which, before or after the 
recapitalization, excess profits tax is decreased. In 
order to avail oneself of the formulas as developed 


Questions and Answers—New York Franchise Tax 






in Parts IV, V, VI and VII, it is only necessary to 
compute such excess. 90% of the excess (considering 
Post War Refund or Credit for Debt Retirement) is 
to be added to or deducted from the amount computed 
by applying the formulas, because these 90% con- 
stitute the variation from the normal changes in total 
taxes which take place outside the 80% limitation and 
is reflected by the formulas. 90% of the excess is 
to be added, where, under the aforesaid rules, tax 
Saving or tax increase is larger, and to be deducted, 
where tax saving or tax increase is smaller. 

One example will illustrate the foregoing. A re- 
capitalization by which $500,000 bonds interest bear- 
ing at 5% are retired and $500,000 new stock is issued, 
a corporate net income before recapitalization of 
$525,000 and an excess profits credit computed under 
the invested capital method of $135,000 before re- 
capitalization be assumed. Total Federal taxes are: 


Before After 
recapitalization 
irtracee i Oey en Weeks, ee 525,000 $550,000 
Add 50% of interest on borrowed capital 12,500 
Excess profits net income.............. $537,500 $550,000 
Excess profits credit and special exemp- 

OL ee eee EP eR ae ite ir) Me aS MR 9p 145,000 165,000 
Adjusted excess profits net income ..... $392,500 $385,000 
80% of surtax net income . $420,000 $440,000 
Less normal tax and surtax 53,000 66,000 
Balance $367,000 $374,000 
Excess profits tax 95% . $372,875 $365,750 
Excess profits tax due...0.4.64 0000.5: $367,000 $365,750 
Less credit for debt retirement 36,700 36,575 
Excess profits tax net $330,300 $329,175 
Normal tax and surtax . 53,000 66,000 
Total federal) taxes: <2 k.kcesakay . $383,300 $395,175 
Tax increase due to recapitalization. 11,875 

$395,175 $395,175 


The formula applicable to this case is 
NC X (251 X I— 728) 
40,000 
As the new capital (NC) is $500,000 and the interest 
rate (I) of the retired bonds is 5%, the tax increase 
due to recapitalization outside the 80% limitation 
500,000 * (1255 — 728) 
would be —————————————— or $6,587.50. The 
40,000 
variation by reason of the 80% limitation effective 
before the recapitalization is 90% of the excess of 
total taxes before Post War Refund or Credit for Debt 
Retirement over 80% of the surtax net income by 
which excess profits tax is decreased. This is in the 
above example 90% of $372,875 minus $367,000 i. e. 
90% of $5,875 or $5,287.50. As, under rule 1 above, 
the 80% limitation, if effective before, but not after 
the recapitalization, results in an addition to the nor- 


mal tax increase, the sum ................ $ 5,287.50 
must be added to the formula amount of. -$ 6,587.50 
the total being . .. $11,875, 


i. e. the tax increase computed above. 

Where the variation is not to be added, but must 
be deducted from the formula amount under the fore- 
going rules, it may even happen that a tax saving which 
would be the result of the recapitalization outside the 
80% limitation is changed into a tax increase and vice 
versa, provided that the variation exceeds the formula 
amount. [Continued on page 432] 
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By Bert V. Tornborgh, CPA 


The Shoptalkers: “Suppose we continue,” began 
the Kid. “The subject of postwar taxation and how 
the revenue system should be overhauled, war or no 
war. Anybody got a more important topic on the 
agenda?” 

“No,” said Oldtimer, “the principal concern of 
everyone seems to be ‘Where are the jobs coming 
from, postwar?’, and the answer of course is that 
they are coming from an industry and a commerce 
that are going full blast . . .” 

“Which they won’t unless the tax picture is rea- 
sonably right,” injected Dash. 

“Exactly,” said Oldtimer. “Some wishiul thinkers 
maintain that even with really rough taxes there’s 
still enough incentive left to do business, if you have 
something worthwhile to start with. That’s of course 
rubbish.” 

“Even if it were true,” observed Law, “there’s 
obviously a difference in the risks you take and the 
ventures you go into, if you keep for yourself 20 
cents on the dollar, or 80 cents on the dollar. As a 
matter of degree alone the proposition is valid that 
taxes very seriously affect business.” 

“The point seems obvious,” remarked the Kid. “The 
very fact that it is being debated shows you that we 
live in an age of confused thinking.” 

“Let’s get down to the specific,” suggested Star. 
“Just what would you do to get maximum yield, mini- 
mum burden?” 

“T’d be inclined to concentrate on the latter criterion,” 
contributed Oldtimer, “that is, ‘minimum burden’. If 
you can accomplish a workable system on that basis, 
maximum yield should follow axiomatically, the idea 
being to stimulate business: to maximum turnover— 
and maximum turnover should produce more in tax 
than less turnover.” 

“In other words incentive taxation will be self- 
rewarding,” interpreted the Kid. “Where would you 
begin?” 

“T’d get back to what we touched on in a previous 
issue,” replied Oldtimer, “namely the complete abo- 
lition of corporation taxes as such, and that on the 
theory that taxes on inanimate objects are bound to 
be somewhat inane.” 

“You know that the Supreme Court has long held 
a corporation to be a ‘person’, a separate being of 
sorts,” cautioned Star. 

“Yes, but with tongue in its collective cheek,” replied 
Oldtimer. “There has usually been some murmuring 
about ‘legal Fiction’ and often it hasn’t held water. 
The Court has had to go back and have a look at how 
the stockholders were affected . . .” 
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“In other words you'd levy all income taxes against 
individuals and from the individual’s viewpoint,” the 
Kid summed up. 

“T’d certainly explore what could be done in that 
direction,” admitted Oldtimer. “One taxpayer may be 
a member of an ordinary partnership; he gets taxed 
on the distributive share of profits. Another may be a 
member of an incorporated partnership—possibly 
ideritical in size and set-up, but he gets taxed on the 
distributed share, after that has already been taxed 
once at corporate rates.” 

“Add to that,” continued Law, “that ‘dividends’ are 
often, in point of economic fact, return of capital, but 
get taxed as earnings on technicalities.” 

“Any way you look at it,” said Oldtimer, “the fact 
remains that a certain amount of revenue is being 
extracted via illogical methods. My point is that what 
can be accomplished through the present double taxa- 
tion can unquestionably be accomplished more simply 
via a single taxation device—taxing stockholders, 
leaving the corporation alone as is done with part- 
nerships.” 

“It can undoubtedly be done,” agreed Law. “There 
are lots of wrinkles to be ironed out from the admin- 
istrative viewpoint, but we have tackled worse assign- 
ments than that one. It’s a cinch that what can be 
done with large partnerships can certainly be done 
with small corporations. It’s the biggest ones that 
present a challenge. But it can be met.” 

“Having taxed corporate earnings in the hands of 
the shareholder,” said the Kid, “how would you pro- 
pose to treat his capital gains?” 

“My ofthand reaction is to ignore them,” answered 
Oldtimer. “The basic reason for accrual of capital 
gains is earnings. And earnings already having been 
taxed in the hands of the shareholder he shouldn't 
also be penalized with a capital gains tax.” 

“You are tossing a lot of revenue out the window,” 
said Star, “without compensating for it in some 
manner.” 

“That’s an old argument with which I have no 
patience,” retorted Oldtimer. “You don’t necessarily 
get more revenue because you soak a taxpayer twice. 
The same dollars and cents can of course be extracted 
in One operation, if it be sound to extract them in the 
first place. Doing it in two stabs doesn’t kid the tax- 
payer, although the politician sometimes seems to 
think so.” 

“You’d certainly eliminate the excess profits tax 
structure in its entirety, wouldn’t you?” asked Star. 


[Continued on page 432] 
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INTERPRETATIONS 


Court... Administrative + 


APPELLATE AND LOWER COURTS 


Gross income: Definition: Settlement of antitrust 
suit—Amounts received in settlement of a damage 
suit under the federal anti-trust laws (charging loss of 
business goodwill through cross-licensing agreements) 
are taxable income in full in the absence of any show- 
ing of cost or other basis of the goodwill allegedly 
destroyed. CCA-1, Raytheon Production Corporation, 
Petitioner, v. Commissioner of Internal Revenue, 44-2 
ustc f 9424. 


Distributions by corporations: Dividends declared 
but not paid until after decedent’s death.—Dividends 
declared before the death of an individual stockholder 
but payable by the terms of the declaration to stock- 
holders of record on dates which fell after his death 
are income taxable to the decedent (not to his estate) 
as amounts accrued up to the date of his death under 
Sec. 42, 1938 Act. Whether such dividends are thus 
accruable need not be determined by the law of the 
corporation’s domicile. One dissent. CCA-2, Com- 
missioner of Internal Revenue, Petitioner, v. Guaranty 
Trust Company of New York, 44-2 ustc § 9435. 


Estate tax—Transfers conditioned on survivorship 
—Taxable portion.—Decedent created a trust in 1922, 
to be measured by the joint lives of two nieces and the 
life of the survivor of them, retaining the income for 
life, and providing that at his death a separate $150,000 
trust be set up for his widow, which latter trust was 
conceded to be properly includible in decedent’s gross 
estate. It was also conceded that the original transfer 
was not made in contemplation of death nor did de- 
cedent relinquish his power to alter, amend or revoke 
the transfer. It is held that under the decisions in 
Com. v. Flanders, 40-1 ustc § 9392, 111 Fed. (2d) 117 
and Bankers Trust Co. v. Higgins, 43-1 ustc § 10,045, 
136 Fed. (2d) 477, the 1922 transfer minus the value 
of the life estates of the two nieces is subject to estate 
tax. CCA-2, Estate of Lester Field, deceased, Barnett 
Hollander, Temporary Administrator and Executor, Pe- 
titioner v. Commissioner of Internal Revenue, Respond- 
ent. 44-2 ustc § 10,134. 


Gift tax—Valuation—The taxpayer assigned cer- 
tain stock dividends to her husband on December 6, 
1939, and on December 8 a dividend was declared 
which amounted to $13,000. The Tax Court found 
that the amount declared was a proper measure of 
value of the right assigned, assuming that the parties 
to the assignment had knowledge of the approximate 
amount of the prospective dividend. It is held that no 
evidence was submitted to rebut the presumption that 
the Tax Court’s method of valuation. was correct, and, 
consequently, the order is affirmed under the rule set 
out in Dobson v. Com., 44-1 ustc J 9108, 320 U. S. 489. 
CCA-2, Florence S. Hyman, petitioner v. Joseph D. 
Nu~an, Commissioner of Internal Revenue, respondent. 


44-2 ustc § 10,130. 


Estate tax—Gross estate—Irrevocable trust—Dis- 
cretion in trustee to use income for minor’s main- 
tenance, support and education.—Decedent created a 
trust in 1935, without retaining any control of it, for 


Interpretations 


the benefit of his four children, one of whom was a 
minor. Neither the decedent nor the beneficiaries were 
named trustees. The trust agreement provided that 
the income of the minor’s share could be applied, in 
the trustees’ discretion, to the maintenance, support 
and education of the minor. It is held that the minor’s 
one-fourth interest is not includible in decedent’s gross 
estate under Sec. 302(c) of the ’26 Act. CCA-3, Com- 
missioner of Internal Revenue, petitioner v. Estate of 
Payson Stone Douglass, Deceased, George W. Van Slyck 
dnd Douglas R. Nichols, Executors, Respondents. 44-2 
ustc J 10,131. 


Gift tax—Present v. future interests.—Where a gift 
is immediate and absolute and does not depend upon 
the donee’s survivorship, the fact that the donee is a 
minor and that the income not used for his benefit is 
to be accumulated until his majority, does not bar 
the gift from being a present one and, consequently, 
an exclusion is allowable on such a gift. CCA-3, 
William D. Disston, Petitioner v. Commissioner of In- 
ternal Revenue, Respondent. 44-2 ustc § 10,132. 


Corporation returns: Criminal action: Fraudulent 
return: Legal existence of corporation as essential ele- 
ment.—In affirming the conviction of appellants for 
assisting in the preparation of a false and fraudulent 
return made by a corporation, where error was claimed 
for failure to show the legal existence of the corpora- 
tion, the Circuit Court holds that the definition of a 
corporation under Sec. 1001 (a) (2), 1936 Act, is 
broad enough to include de facto corporations and 
associations. CCA-6, William J. Soeder and Edward A. 
Soeder, Appellants, v. United States of America, 
Appellee. 44-2 ustc J 9349. 


Gift. tax—Antenuptial agreement—Compensation 
for loss of rights by prospective wife in trusts created 
by first husband.—Taxpayer’s intended wife was the 
recipient of an income from trusts created by her first 
husband, which she was to receive for life or “until 
her remarriage.” A premarriage contract was en- 
tered into whereby taxpayer transferred stocks to her 
sufficient to make good her loss, by reason of her mar- 
riage to him, of income in the aforementioned trusts. 
It is held that the transfer was not made to avoid 
death taxes, neither was it made in contemplation of 
death, but rather as a purely business-like transaction 
without any donative intent on the part of the tax- 
payer. It is, therefore, not a gift within the meaning 
of the Revenue Act, and is not subject to gift tax. 
CCA-6, William H. Wemyss, petitioner v. Commissioner 
of Internal Revenue, respondent, 44-2 ustc § 10-133. 
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THE FEDERAL INCOME TAX AND 
TRUSTS FOR SUPPORT—THE 
STUART CASE AND ITS 


AFTERMATH 
Abraham S. Guterman, Member of the New 
York Bar 
57 Harvard Law Review, April, 1944, 
p. 479-511 


The recent decision of the Supreme Court 
in Helvering v. Stuart, 317 U. S. 154, shows 
remarkable perseverance despite specific 
statutory enactment aimed at remedying the 
situation created by it. 

It was held in the Stuart case, supra, that 
when a trust is created in which trustees 
without any interest adverse to the grantor 
may use the income in their discretion for 
the education, support, and maintenance of 
a minor child whom the grantor is obligated 
to support, the grantor is taxable on the en- 
tire income of the trust whether so used or 
not under the provisions of Section 167 (a) 
(1), (2) of the Internal Revenue Code. 

The case reversed many earlier decisions 
and was contrary to a rule widely relied 
upon. Despite later legislation, the Stuart 
case will continue to be a lively factor in 
the income taxation of trusts for support. 


Background of the Stuart Case 


Some cases decided on the rule of Douglas 
v. Willcuts, 296 U. S. 1 (1935), held that 
where a trust was created for a minor child 
with discretion to apply the income for the 
minor’s support, maintenance, and education 
in a trustee having substantial adverse in- 
terest, the income must actually be so used 
before the trust income of the grantor would 
be taxed. 

Other cases limited the Douglas rule, supra, 
to situations where the trust by its terms 
required that the income be used in dis- 
charge of the grantor’s obligations. 

The Board of Tax Appeals (now Tax 
Court) then distinguished between support 
trusts left in the discretion of the grantor 
and those in the discretion of a disinterested 
trustee. The entire income of the former 
was taxable to the grantor regardless of 
whether it was so used or not. 

Thus was established a relationship be- 
tween Section 167 (a) (2) and 22 (a) which 
pointed inevitably to the result reached in 
Helvering v. Stuart, supra. It did not take 
much of a mental leap to conclude that the 
same sections should result in taxability to 
the grantor where a trustee without any ad- 
verse interest was vested with the discretion 
to apply the income of the trust. 


Possible Use of Income 


A determination of when income “may 
be used” for purposes of support of de- 
pendents is an essential preliminary to the 
application of the Stuart case. 

The Douglas rule, supra, that the possi- 
bility of use of the trust income for support 
had to be stipulated in the trust instrument 
itself before the income might be imputed 
to the grantor may subject the principle of 
the Stuart case to a similar limitation. 


The Stuart case principle would appear to 
apply to trusts for the benefit of any person 
to whom the grantor owes a legal obliga- 
tion of support. The point not passed on 
was the case of a trust for the benefit of a 
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wife where the latter, though under no ob- 
ligation to do so, might use the funds for 
family support. 


The possibility of use of income for sup- 
port should not be subject to Section 22 (a) 
where it is merely a factual possibility than 
where the possibility of use in discharge of 
the grantor’s legal obligation of support is 
set forth in the trust instrument. 

Furthermore, a study of earlier cases and 
statutory provisions show that a trust in 
which accumulation for a minor dependent 
is directed without mention of the possibility 
of use in case of destitution would seem a 
fortiori to be immune from the application 
of the Stuart case. 


Quantum of Obligation to Support as Limiting 
Possibility of Use 


In the Stuart case, the Court stated that 
under the provisions of the Code 


. . . the possibility of the use of the income 
to relieve the grantor, pro tanto, of his parental 
obligation is sufficient to bring the entire income 
of these trusts for minors within the rule of 
attribution laid in Douglas v. Willcuts [supra]. 


It would seem reasonable that the use of 
the words “pro tanto” recognized that the 
obligation was measurable and judicially 
measured, the grantor’s taxability would 
be thereby limited. 

The ordinary trust is intended to cover 
the extent of the legal obligation. But when, 
as in the Stuart case, a trustee is given dis- 
cretion to apply so much of the income as 
may be needed for support, the grantor has 
not measured his obligation at all. On the 
contrary, he has recognized the uncertain 
extent of his obligation and left the charting 
to the sound judgment of the trustee. The 
grantor in this situation should not be pre- 
cluded from chosing the uncertain extent 
of his obligation. 


Well settled principles of trust support 
this view. A trustee must stay within the 
bounds of reasonable discretion in adminis- 
tering a trust. Possibility of use does not 
mean wrongful use, but such use as the law 
allows. The burden of proving this quan- 
tum may justifiably be put on the grantor. 


Substantial Adverse Interest 


The possibility of use of the income under 
the Stuart case must be in the discretion of a 
“person not having a substantial adverse 
interest” in the income involved. 


A trust in the Stuart pattern by its very 
nature involves an intimate family group. 
Because of “family solidarity” the interest 
of the spouse is neither substantial nor ad- 
versary. 


Possible Effects and Implications of the 
Stuart Case 


The theory of the Stuart decision has 
effects and implications which possibly go 
beyond the application of Section 167 (a). 
The same rule of attribution mav be applied 
to declare trusts revocable under Section 
166, where there is a discretion in a trustee 
without a substantial adverse interest to in- 
vade the corpus of a trust for the support 
of a legal dependent. The transformation 
of trusts containing this power, which is 
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one of the most common of trust provision 
into revocable trusts under Section 1f 
would unsettle the tax status of innumerab 
trusts otherwise completely and irrevocal 
beyond a grantor’s control for all other td 
purposes. 


The right to invade the corpus in tl 
trustee’s discretion for the support of a leg 
dependent may, under the Stuart case, swe 
within the grantor’s income under Secti 
167 (a) (2) capital gains of the trust. 


As for the estate tax aspects of a Stw 
trust, the Tax Court has held that the 
sults could not be the same as in an ording 
trust for support where the principal of t! 
trust is included in the grantor’s estate fi 
estate tax purposes on the ground that the 
is a reservation of possession or enjoyme 
during the grantor’s life through the di 
charge of his legal obligations. 















































Need for Legislative Remedy 


If a trust to accumulate is free of tax 
the grantor, is it reasonable to impose a t 
on the grantor of a Stuart trust even whe 
the income is accumulated, solely becaus 
the grantor might have had the dependet 
supported from trust income and not é 
pended his own funds for that purpos¢ 
The heavy tax burden resulting from t 
Stuart case forecloses the socially desirab 
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of reversal of the grantor’s fortunes. 


Until the family income is to be taxed 
a unit, there is no justification for singli 
out the Stuart type trust for heavier tax 
tion than trusts closely akin in substand 


Section 134 of the Revenue Act of 1943 


A careful study of the legislation enact 
to remedy the situation created by # 
Stuart case shows that it falls short of de 
nitely disposing of the Stuart case as a f 
tor in the income taxation of trusts 
support. 


Although made part of Section 167, t 


amendment is made applicable to all sfor a w 
tions of the income tax law, insofar as difpfthe ¢ 
cretionary trusts for support and their Mccumt 





come tax consequences in the particulaffband. 


covered are concerned. How 

The new legislation, however, apparentitiary 
fails to deal with the serious effects of tifmodific 
Stuart case with respect to Section 166 whiginulati 
taxes to a grantor the income of a trifplace o 
in which the grantor has retained the poW@fo use 
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der Section 166 where the principal may 
used for the support of a legal dependent. 
pecifically excluded from application of 
new legislation, trusts in which the dis- 
ition as to the application of the income 
sthe support of a legal dependent is in the 
mntor himself individually and not as a 
mistee will, in view of the Stuart case, be 
after disposed of under Section 167. 
he extent of taxability of the grantor un- 
ie that section would depend upon the ulti- 
ate interpretation of the Stuart case as to 
antum of obligation. 

The amendment, however, clearly applies 
here the grantor exercises the discretion 
» use the income of the trust for the sup- 
ott of his legal dependent in the capacity 
ftrustee. There are instances in tax law, 
owever, which may be adduced to show 
hat the addition of the title of trustee to a 
antor is not regarded as varying the ap- 
licability of a tax statute referring to pow- 
5 vested in a grantor. 


Where discretion is vested in a third 
ferson as trustee with payment to be made 
» the grantor for the support and mainten- 
nce of the minor, the amendment would 
eem to apply, since the discretion as to the 
heeds of the dependent is exercisable by the 
rustee. 


A probable source of a continuing volume 
Mf litigation as to the scope and interpreta- 
ion of the Stuart case will doubtless arise 
rom the fact that the amendment is made 
pplicable to taxable years beginning after 
December 31, 1942. and to a taxable year of 
trust beginning in 1942 which ends within 
taxable year of the grantor beginning in 
943, The amendment is given retroactive 
fect only on condition that signed con- 
ents are filed with the Commissioner that 
he amount of tax, which would be payable 
fsuch amendment were applicable to such 
prior taxable years, will be paid. 

In many instances, however, the fulfill- 
ent of these conditions may present ob- 
tacles denying to innumerable grantors the 
etroactive benefits of the amendment. 
requently, there is no unity of interest 
between the grantor, the beneficiary and the 
trustee. Or there may be instances where 
he legal guardian will be unwilling to give 
away his ward’s funds with a possible sur- 
harge in the offing simply to save money 
or the grantor. 
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Possible Nonlegislative Remedies 
The effects of the Stuart case may possibly 


infant ®e avoided by some legal permissible means 
1 in cafwithin the power of the grantor. The 
nes. emedy might be to attempt to convert a 
taxed @ “art trust in an accumulation trust. One 


would not attempt such change, of course, if 
¢ desired to continue to have funds avail- 
ble from the trust for support of the legal 
lependent. Otherwise, there seems to be no 
pdjection to modification of the trust. 


An inter vivos trust is generally held 
tvocable with the consent of the grantor 
ind all the parties having any beneficial in- 
terest. The same principles are applicable 
0 the modification of a trust in this regard. 
Where an accumulation is permitted for 
Persons other than infants and for periods 
ther than a minority, a Stuart type of trust 
ora wife could be modified by the consent 
bf the grantor-husband and his wife to direct 
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pparentfiary of a Stuart trust, to accomplish a 
“ts a hodification providing for a required accu- 
en mulation during the infant’s mirority in 
f a tre 





place of the discretionary right of the trustee 
9 Use income for support would require a 
gUrt proceeding, the court’s power deriv- 
ng from the same power exercisable by an 
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equity court to permit a compromise an 
infant’s claim to trust property or a claim in 
an estate. The guiding principle is the 
service and forwarding of the infant’s bene- 
fit, a benefit financial in character and to be 
measured in terms of dollars and cents. 


If the trust income is far beyond the 
needs of the infant, the advantage to the 
infant of such a modification depends upon 
the ultimate interpretation of the scope of 
the Stuart case itself. If that case is held 
to attribute to the grantor for income tax 
purposes only so much of the income of a 
trust usable for support as the needs of the 
infant reasonably require, then the balance 
of the income would be required to be ac- 
cumulated and would not be taxable to the 
grantor. 


On the other hand, if the grantor is held 
to be subject to tax on the entire income 
however great in amount, then, in the event 
of such modification, instead of the infant’s 
receiving the great bulk of the income ac- 
cumulated free of tax, the trust would have 
to pay the income tax thereon. This might 
leave the infant with an amount less than 
if the needed income for support came from 
the trust and the balance was accumulated 
for the infant free of tax to the trust. 


What of the effect of such a court proceed- 
ing? Ordinarily a state court decision in an 
adversary proceeding will be binding for 
Federal tax purposes. Since the court rep- 
resents and safeguards the infant and since, 
also, the proceeding actually substantive 
rights with the special guardian and court 
alert in the infant’s defense, the court’s ap- 
proval cannot be said to have purely a tax 
significance. 


Again, if all parties in interest were of full 
age, an agreement to terminate a trust could 
not be disregarded by the Commissioner 
even though motivated by a tax purpose. 
The same would be true of a modification of 
the trust which altered vested legal rights. 


TAXABILITY OF THE GOVERN- 
MENT SUBSIDY 


Lloyd Fletcher, Jr., Member of the District of 
Columbia Bar 


12 George Washington Law Review, April, 
1944, p. 245-285 


Increasing activity on the part of federal, 
state and local governments in the financing 
of private enterprise has created a host of 
problems, not the least of which is the ques- 
tion of whether government subsidy pay- 
ments are to be treated as income to the 
recipient within the meaning of that “un- 
ambiguous tree of controversy,” the S'x- 
teenth Amendment. The chaotic condition 
of the authorities, together with the cur- 
rency of the problem, justify an attempt at 
coherent alignment of the more important 
decisions. 


What Constitutes a Subsidy 


The courts have been less articulate than 
the dictionary in defining subsidy; by and 
large they have treated the definition as 
apoditic and turned their attention to a con- 
sideration of the benefits sought to be ac- 
complished by the grant. 


Constitutional Status of the Subsidy 


The Congressional subsidy when used in 
conjunction with a proper exercise. of 
enumerated powers is clearly constitutional, 
as was established in Thomson v. Union 
Pacific Ry. Co., 9-Wall. 579. Its status for 
income tax purposes is much less clear. 


Is a Subsidy a Taxable Income? 


Edwards v. Cuba Railroad Co., 268 U. S. 
628, is perhaps the leading case on the sub- 
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ject of what income is, a question that has 
given rise to much litigation. Subsidy pay- 
ments to the amount of $1,696,216.20 were 
held by the Tax Commissioner to be tax- 
able as income; the plaintiff insisted they 
were not income within the meaning of the 
Sixteenth Amendment. 


Mr. Justice Butler, speaking for a unani- 
mous Supreme Court, said: 


Relying on the contract for partial reim- 
bursement, plaintiff found the money necessary 
to construct the railroad. The subsidy payments 
were proportionate to mileage completed; and 
this indicates a purpose to reimburse plaintiff 
for capital expenditures. All—the physical 
properties and the money subsidies—were given 
for the same purposes, It cannot reasonably be 
held that one was contribution to capital assets, 
and that the other was profit, gain or income. 
Neither the laws nor the contracts indicate that 
the money subsidies were to be used for the 
payment of dividends, interest or anything else 
properly chargeable to or payable out of earn- 
ings or income. . . They were not profits or 
gains from the use or operation of the railroad, 
and do not constitute income within the meaning 
of the Sixteenth Amendment. (Emphasis sup- 
plied.) 


This seemingly innocuous decision at- 
tracted only casual attention at the time. 
Later, however, as its boundaries were more 
fully delineated by what seemed to be a 
remorseful Court, the decision was sub- 
jected to rather severe censure. It was 
just as stoutly defended. 


The obvious purpose of the subsidies 
was to reimburse the railroad for its capital 
expenditures, and the Court seems clearly 
justified in refusing to classify such a trans- 
action as one affecting income. 


Texas & Pacific Ry. Co. v. United States, 
286 U. S. 285, is one of a series of later 
cases which resulted in a fairly clear dis- 
tinction between government subsidies re- 
sulting in income to the recipient and those 
merely affecting his capital structure. Un- 
der terms of the Transportation Act of 1920, 
any railway company which had made a 
contract with the Director General for an- 
nual compensation during the period of fed- 
eral control was guaranteed a “minimum 
operating income” for the six month period 
following resumption by private owners of 
not less than one-half the amount previously 
paid as annual compensation. 

The taxpayer’s reliance on the Cuba Rail- 
road case, supra, proved unavailing, for the 
Court distinguished the case on the ground 
that Cuba’s payments to the railroad were 
conditioned on construction work performed 
whereas here the payments were “mea- 
sured by a deficiency in operating income, 
and might be used for the payment of divi- 
dends, of operating expenses, of capital 
charges, or for any other purpose within 
the corporate authority, just as any other 
operating revenue might be applied. (Em- 
phasis supplied.) 

This observation of the Court would seem 
to suggest that its members continued to 
labor under the misapprehension (accord- 
ing to Professor Magill) that the subsidy 
payments made to the Cuba Railroad Co., 
though carried into surplus, could not be 
used for the payment of dividends, oper- 
ating expenses, and the like. The Court 
relied heavily on the transaction in which 
the subsidy was received, although it did 
not ignore the permissible disposition of the 
sums received. 


Refinements of the Distinctions as to Income 


Early Treatment. As “new cases cluster 
around the onnosite poles” of the Cuban 
Railroad and Texas & Pacific Ry. cases, su- 
pra, the clear-cut distinction developed by 
those two decisions has at times seemed 
almost to fade away. By and large, how- 
ever, the courts and the Board of Tax Ap- 
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peals have been consistently successful in 
their attempts to place a given case on one 
side of the “line” or the other. 

The doctrine of the Cuba Railroad case, 
supra, has been applied, for example, to pay- 
ments by citizens to induce construction of 
electric power lines and plants, to payments 
by shippers for the construction of spur 
tracks and similar facilities, or for ware- 
house construction. Other cases involve 
contributions to capital in the form of can- 
cellations of indebtedness, forgiveness of 
accrued salary, and the like. 

The satellite cases clustered around the 
“opposite pole” established by Texas & Pa- 
cific, supra, considered guarantees that make 
up deficiencies in operating income to be 
taxable income. 

Germane to the present topic, yet border- 
ing near its outer fringes, are those cases 
involving reimbursement or compensation 
for capital losses. Generally, they have drawn 
a line of distinction similar to that between 
the Cuba Railroad and Texas & Pacific cases, 
supra. 

The Helvering Case. In Helvering v. Clai- 
borne-Annapolis Ferry Co., 93 F. (2d) 875, 
the Circuit Court of Appeals for the Fourth 
Circuit had before it a set of facts more 
directly involving the Cuba Railroad doc- 
trine, supra, than any cases to come before 
the courts since Texas & Pacific, supra. The 
Board of Tax Appeals has treated the sub- 
sidies as contributions to capital in promo- 
tion of a service in the public interests. No 
portion of the payments was transferred by 
taxpayer into its capital account, which was, 
according to the court, in accordance with 
the intention of the state not to reimburse 
the company for its expenditures on capital 
assets but to compensate it in part for the 
operation of such equipment. The Court 
reversed the Board of Tax Appeals’ deci- 
sion. 

Equally obvious is the decision of the 
First Circuit of Appeals in Boston Elevated 
Ry. Co. v. Commissioner, 131 F. (2d) 161. 

Edging toward the borderline is the re- 
cent case of Lvkes Bros. Steamship Co. v. 
Commissioner, 126 F. (2d) 725. There the 
taxpayer had a contract with the United 
States to buy new ships or recondition old 
ones over a period of ten years; the tax- 
payer was to spend $20,000,000 in that pe- 
riod, depositing specified amounts in a special 
account each year. The contract was de- 
pendent upon a mail order contract which 
was finally awarded. 

In its income tax returns, the company 
included all amounts paid to it under the 
mail carriage contract except those sums 
which it carried into the special account to 
be used late for capital construction. The 
court held the contrary; since nothing in 
the mail carriage contract required the de- 
posit of sums for capital construction in a 
special account, the entire amount paid under 
that contract must be considered taxable 
income. 

It is difficult to see what the purpose of 
the large payments was if not to foster capi- 
tal construction. The most convincing argu- 
ment in favor of the decision would appear 
to be the Board’s observation that the “mail 
payment income was directly dependent upon 
operations,” and not on construction. 


Baboquivari Cattle Co. v. Commissioner 


A further limitation on the Cuba Railroad 
doctrine arose out of the question of the 
taxability of payments to a participant in 
the conservation programs provided for in 
the Soil Conservation and Domestic Allot- 
ment Act. The Baboquivari Cattle Company 
treated these payments as capital items, ex- 
cluding them from gross income in its tax 
returns. The taxpayer took the position 
that the case was controlled by the Cuba 
Railroad case, supra, and distinguished be- 
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tween subsidies designed to increase income 
and those designed to pay for capital con- 
struction. 

The Commissioner, sustained by the Board 
and the Ninth Circuit Court of Appeals, in- 
cluded the total amount of the government 
payments in the taxpayer’s gross income. 
The Circuit Court held that it was unable 
to find any justification for a distinction 
between subsidies in the Act itself. The 
previous cases would seem to be more to 
the point. It may be, however, that the 
Cuba Railroad doctrine “has been sparingly 
applied.” Nonetheless, its application here 
seems clearly warranted. 

A study of these two recent cases might 
indicate that the Cuba Railroad case will be 
nullified by a simple judicial expedient of 
distinguishing it out of existence. Mention 
of the case in the Detroit Edison Co. v. Com- 
missioner could be taken as the Court’s invi- 
tation to bring the specific issue before it, if 
only for the purpose of placing further limi- 
tation on the doctrine. 


Conclusion 


Roughly, the primary considerations in 
the determination of the taxability of the 
subsidy, when viewed in the light of the 
limitations placed on the doctrine of Cuba 
Railroad, supra, by the Lvkes Bros. Steamship 
Co. and Baboquivari Cattle Co. cases, supra, 
would seem to be these. If it is to be re- 
garded non-taxable, the amount paid the 
subsidized taxpayer must be unmistakably 
earmarked as a contribution toward, or an 
addition to, the capital investment of the 
taxpayer; it must be further earmarked by 
the taxpayer himself for use in completion 
of capital plant, or reimbursement for prior 
capital expenditures. Finally, the sum ac- 
tually must be expended, or at least con- 
sidered. a capital asset. To treat it, even 
for bookkeeping purposes, I’ke other income, 
or to make it available for operating ex- 
penses or payment of dividends, whether 
so used or not, may well prove fatal. 

It may tax imagination to read these strict 
requirements into the original doctrine of 
Edwards v. Cuba Ra‘lroad Co.. supra, but un- 
less the Supreme Court modifies the recent 
developments in the Circuit Court of Ap- 
peals, it would be imprudent to disregard 
them. 


ESTATE PLANNING 
Milton Elrod, Jr., Member of the Indiana Bar 


19 Indiana Law Journal, April, 1944, 
p. 213-223 


Estate planning, which concerns itself in 
a very large part with estate tax problems, 
constitutes the phase of tax law attorneys 
generally have been least ready to recognize. 
This might result from the failure of the 
average attorney to see, in the estate plan- 
ning field, any substantial opportunity to 
“increase the sphere of his professional ac- 
tivities.” The facts of the matter are to 
the contrary. 

Many seem to feel that this type of problem 
is confined to the “malefactors of great 
wealth” and the “economic royalists.” But 
these death tax problems, in simple but none 
the less important form, really go deep into 
much smaller estates. 


Increases in Tax Liabilities 


The fact of the matter is that today’s fed- 
eral estate tax liabilities are three and four 
times as great as those faced in the estates 
of comparable size barely ten years ago. 
Increases in tax liabilities have resulted in 
part from substantial increases in the fed- 
eral estate tax rates, and in part from a 
reduction, a continuing reduction, in the fed- 
eral estate tax exemption. 
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Joint Tenancy 





There are several examples of prope 
which are not generally thought of as p; 
of the estate for estate tax purposes, } 
which are actually taxable. One is pro 
erty held in joint title passing under 4 
automatic right of survivorship; proper 
held in tenancy by the husband and wi 
for instance, will be part of the husban¢ 
estate for federal estate tax purposes if ¢ 
husband furnished the funds which py 
chased the property. 


Another example if the life insurang 
payable to named beneficiaries if (1) the jy 
sured owns any of the so-called legal ing 
dents of ownership in the policy or (2) 
the insured paid the premiums on the poli 
up to the time of death. 


In fact, under present rules, about th 
only life insurance which will be exem 
from federal estate tax is insurance whi 
was purchased and owned by the bene 
ciary and on which the beneficiary paid z 
of the premiums out of his or her own indg 
pendent income and resources. There a 
we exceptions, but this is the gene 
rule. 


Property placed in revocable or irrevocab 
trusts by the deceased, government secu 
ties (particularly “War Bonds”), Annui 
Refunds Benefits, War Risk insurance a 
National Service Life Insurance are all tay 
able in the estate of the deceased. 


Any thought contrary to that express¢ 
above springs from an inclination to a 
proach these tax problems from the stand 
point of normal legal concepts and rules, 
tendency to think of estates in terms of t 
property legally subject to probate and pas 
ing under the will or laws of descent. 


When all of the property that must } 
considered for tax purposes is thought ¢ 
in terms of present day tax liabilities ant 
exemptions and rates, a surprising numb 
of clients today are in a taxable estate brackd 
and face a very real problem from the stané 
point of meeting the total estate liabilitie 
and costs that will be faced. 


FEDERAL TAX SYMPOSIUM 


The New School for Social Research, 6 
West 12th Street, New York City, has an 
nounced its third annual Symposium on Feé 
eral Taxation in Wartime. Alex M. Hamburg 
Chairman, states that a series of ten lec 
tures has been provided on Tuesday evening 
during October, November and Decembet 
by outstanding authorities in the field ° 
taxation. 


The tentative program covers the follow 
ing tax subjects: Excess profits tax credit 
Relief provisions under Section 722; Ta 
avoidance under Section 129; Taxation “ 
Family Transactions; Pension plans; Pro? 
lems of post-war taxation, and Significaml 
Tax Decisions and Rulings of 1944. 


Among the speakers listed are Randolp! 
E. Paul, Leo M. Cherne, Maurice Aust! 
Walter A. Cooper, Harry J. Rudick, Irvi 
Bendiner, Charles J. Siegel and Alex ™ 
Hamburg. 


Specific cases and problems are discusse 
so that tax thinking and experience may 
exchanged. Registration is now open 10 
tax praticitioners, students for universtt) 
credit and the general public. 
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STATE TAX CALENDAR 


ALABAMA 


Oct. 1— 
Annual licenses and privilege taxes due. 
Poll tax due. 
Property tax due. 
Public utility reports and license taxes 
due. 


Oct. 10— 
Manufacturers’ and distributors’ alcoholic 
beverage reports due. 
Oil and gas conservation tax due. 
Public service licenses’ alcoholic beverage 
taxes and reports due. 
Tobacco use tax reports and payment due. 


Oct. 15— 
Carriers’, transporters’ and 
gasoline tax reports due. 
Carriers’, transporters’ and 
lubricating oils tax due. 
Motor carriers’ mileage tax 
due. 

Telegraph company reports 
taxes due. 

Oct. 20—— 

Coal and iron ore mining tax reports and 
payment due. 

Gasoline tax reports and payment due. 

Lubricating oils tax reports and payment 
due. 

Sales tax reports and payment due. 

Sales tax and reports (quarterly) due from 
small taxpayers. 

Motor fuel tax and reports due. 

Use tax reports and payment due. 


warehouses’ 
warehouses’ 
and reports 


and license 


ARIZONA 
Oct. 15-— 
Gross income tax and reports due. 
Motor carriers’ reports and taxes due. 
Use fuel tax and reports due. 
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elles 
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Oct. 25—— 
Gasoline tax reports and payment due. 


ARKANSAS 
Oct. 1—— 
Bank share tax installment due. 
Property tax—last day to pay final install- 
ment, 
Oct. 10-—— 
Alcoholic beverage reports and taxes due. 
Severance tax and reports due. 
Oct. 15—— 
Reports of wholesalers and manufacturers 
of light wines and beer due. 
Oct. 20—— 
Gross receipts tax and reports due. 
Use fuel tax and reports due. 
Oct. 25—. 
Gasoline tax reports and payment due. 


CALIFORNIA 
Oct. 1—— 
Beer and wine reports and tax due. 
Common carriers’ distilled spirits tax and 
reports due, 
Gasoline tax due. 
Oct. 15——— 
Distilled spirits tax and reports due. 
Sales and use tax reports and payment due. 
Use fuel tax reports and taxes due. 


Oct. 20—— 
Motor carriers’ gross receipts tax due. 


State Tax Calendar 
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COLORADO 22 o4 . 8 19 pa pa 
Oct. 5— 1 5 2, 1 
—" beverage manufacturers’ reports » 
ue. 
Motor carriers’ tax due. 
Oct. 15— 


Coal tonnage tax reports and payment due. 
Income tax (third installment) due. 
Sales tax reports and payment due. 
Service tax reports and payment due. 
Use tax and reports due. 

Oct. 25— 
Gasoline tax reports and payment due. 


CONNECTICUT 
Oct. 1— . 
Gasoli ‘ Oct. 10— 
Oct vo oo oe Agents’ cigarette tax reports due. 
~— Dealers’ and manufacturers’ alcoholic bev- 
Cigarette reports due. erage taxes due. 
Oct. 15—— Wholesale dealers’ cigarette tax reports 
Gasoline and use fuel reports due. due. 
Oct. 20—— Oct. 15—— 
Alcoholic beverage tax reports and pay- Carriers’ and transporters’ alcoholic bev- 
ment due. erage taxes due. 
Gasoline tax reports and payment due. 
Motor vehicle fuel use tax and reports due. 
DELAWARE Oct. 31 
Oct. 1—— Motor transportation company reports and 
Bank share tax due. taxes due. 
Kent and Sussex county property taxes 
delinquent. 
Railroad tax (installment) due. GEORGIA 
Oct. 1 Oct. 15— 
Alcoholic beverage reports due. ee tax reports and payment 
Wholesale dealers’ cigarette tax reports 
— “Guan ts ts and 
Oct. 3 asoline tax reports and payment due. 


Last day to pay 3rd personal income tax 
installment. Payment of withholding tax 


IDAHO 
under war emergency gross income tax Oct. 10 
due. — 
Beer excise tax reports due. 
Oct. 31—— Oct. 15 
Distributors’ gasoline tax reports and pay- Electric power company reports and taxes 
ment due. due. 
Gasoline tax reports and payment due. 
DISTRICT OF COLUMBIA Motor carriers’ gross receipts tax (quar- 
Oct. 1 terly installment) due. 
Alcoholic beverage and beer statements 
due. ILLINOIS 
“an due a 
Income tax (second installment) due. ae a Seege Sate 
Oct. 25—— Public utility reports and taxes due. 
Gasoline tax reports and payment due. Sales tax reports and payment due. 
Oct. 20—— 
FLORIDA Gasoline tax reports and payment due. 
Oct. 1— Oct. 30— 


Express company reports and taxes due. Transporters’ gasoline tax reports due. 


License taxes due unless otherwise pro- 
vided by law. 


Railroads and refrigerator, tank car, sleep- — e 
ing car and parlor car companies’ re- oe ov ganed 
ports and taxes due. uel use tax report and payment due. 
Oct. 20— 


Bank and trust company intangibles tax due. 
Bank share tax due. 
Building and loan association intangibles 
tax reports and payment due. 
Oct. 25-— 
Gasoline tax reports and payment due. 
Oct. 31—— 
Gross income tax reports and payment due. 


IOWA 
Oct. 1—— 
Motor carriers’ additional tax due. 
Property tax (second installment) delin- 
quent, . 
Oct. 10—— 
Beer tax and reports due from class A 
permittees. 
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Oct. 20— 
Gasoline tax reports and payment due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 


KANSAS 
Oct. 10—— 
Malt beverage reports and taxes due. 
Oct. 15— 
Compensating tax reports and payment 
due. 
Income tax (second installment) due. 
Motor carriers’ gross ton mileage tax re- 
ports and payment due. 
Oct. 20— 
Sales tax reports and payment due. 
Oct. 25— 
Gasoline tax reports and payment due. 


KENTUCKY 
Oct. 10— 
Amusement and entertainment taxes and 
reports due. 
Cigarette tax reports due. 
Gasoline tax reports due. 
Oct. 15— 
Alcoholic beverage reports due. 
Motor vehicle fuel (other than gasoline) 
reports and taxes due. 
Passenger carriers’ mileage tax due. 
Public utility gross receipts tax repo:ts 
and payment due. 
Oct. 20— 
Oil production tax reports and payment due. 
Oct. 31—— 
Dealers’ and transporters’ gasoline tax re- 
ports and payment due. 


LOUISIANA 
Oct. 1I—- 
Franchise tax reports and payment due. 


= 





Oct. 10— 
Importers’ gasoline tax reports and pay- 
ment due. 
Tmporters’ 
ment due. 
Importers’ lubricating oils tax reports and 
payment due. 


Oct. 20— 

Dealers’ gasoline tax and reports due. 
Dealers’ kerosene tax reports and payment 
due. 
Dealers’ 
due. 

Fuel use tax and reports due. 

New Orleans sales tax reports and payment 
due. 

State sales and use tax returns and pay- 
ments due. 


Oct. 30-— 
Gas gathering tax and reports due, 
Natural resources severance tax 
and payment due. 
Petroleum products reports and taxes due. 
Public utility and pipe line taxes and re- 
ports due. 


kerosene tax reports and pay- 


lubricating oil tax and reports 


reports 


MAINE 
Oct. 15— 
Use fuel tax and reports due. 


Oct. 31—— 
Gasoline tax and reports due. 
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MARYLAND 
Oct. 10—— 
Admissions tax due. 
Oct. 31— 


Beer tax reports and payment due. 
Gasoline tax reports and payment due. 





MASSACHUSETTS 
Oct. 1—— 
Personal income tax (second installment) 
due. 


Property taxes (second installment) due. 
Oct. 10— 
Alcoholic beverage tax and reports due. 
Meals tax and reports due. 
Oct. 15— 
Cigarette distributors’ tax reports and pay- 
ment due. 
Oct. 20—— 
Bank net income tax due. 
Excise (income) tax (second installment) 
due. 
Oct. 31—— 
Gasoline tax reports and payment due. 


MICHIGAN 
Oct. 1— 
Gas and oil severance tax reports and pay- 
ment due. 
Oct. 10—— 
Common and contract carriers’ reports and 
fees due. 
Oct. 15— 
Sales tax reports and payment due. 
Use tax reports and payment due. 
Oct. 20—— 
Distributors’ gasoline tax reports and pay- 


ment due. 
Gas and oil severance tax reports and pay- 
ment due. 
MINNESOTA 
Oct. 1— 


Motor vehicle registration fees must be 
paid by this date. 
Oct. 15— 
Interstate motor carriers’ mileage tax due. 
Withholding agents’ reports and payment 
due. 
Oct. 23—— 
Distributors’ gasoline tax and reports due. 
Special use fuel tax and reports due. 
Oct. 25— 
Dealers in farm tractor fuels, reports and 
payment due. 


MISSISSIPPI 
Oct. 10— 
Admissions tax reports and payment due. 
Oct. 15— 
Gasoline tax reports and payment due. 
Sales tax reports and payment due. 
Timber severance tax and reports due. 
Use tax reports and payment due. 


Oct. 25— 


Oil severance tax report and payment due. 


Oct. 31— 
Motor vehicle registration fees due. 


MISSOURI 
Oct. 1—— 
Income tax (third installment) due. 
Oct. 15— 


Alcoholic beverage reports due. 


Retail sales tax reports and payment due. 


Oct. 25— 
Use fuel tax and reports due. 
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Oct. 31—— 






Gasoline tax due. 
Manufacturers of soft drinks reports and 
fees due. 


MONTANA 
Oct. 1—— 
Moving picture theatre license taxes due. 


Oct. 15— 
Brewers’ and beer wholesalers’ 
ports and payment due. 
Electric company reports and taxes due. 
Gasoline tax reports and payment due. 
Motor carriers’ additional fees due. 
Personal income tax (second installment) 
due. 
Oct. 30—— 
Cement producers’, importers’, 
ports and payments due, 
Coal mine operators’ and retail dealers’ 
tax reports and payment due. 
Natural gas company taxes and 
due. 
Oil producers’ license tax reports due. 
Telegraph company taxes and reports due. 


tax re- 


dealers’ re 


reports 


NEBRASKA 
Oct. 15— 
Gasoline tax reports and payment due. 
Imitation butter reports and taxes due. 
Retailers, manufacturers, and distributors 
of intoxicating liquors and beer must 
make monthly reports. 


NEVADA 


Oct.—Ten Days after First Monday—— 
Toll roads’ and bridges’ quarterly tax and 
reports due. 
Oct. 15— 
Carriers’ gasoline tax reports due. 
Oct. 25— 
Dealers’ and users’ gasoline tax reports 
and payment due. 
Fuel users’ tax reports and payment due 


NEW HAMPSHIRE 
Oct. 1—— 

Bank share tax (other than national banks) 
due. 

Lien on real estate, existing for one year 
from this date following assessment, ex- 
pires. 

Personal income tax due. 

Oct. 2—— 
Sawmills registration fee for balance of 
year is $3.00. 
Oct. 10— 
Alcoholic beverage reports and taxes due. 
Oct. 15— 
Public utility property taxes due. 
Use fuel tax and reports due. 


Oct. 31 
Distributors’ gasoline tax and reports due. 





NEW JERSEY 
Oct. 10— 

Excise tax reports and payment due from 
interstate busses. 

Gross receipts tax reports and payment 
due from busses and jitneys in munictl- 
palities. 

Oct. 15— 
Alcoholic beverage reports and taxes due. 
Oct. 20— 

Alcoholic beverage retail consumption and 
distribution licensees’ taxes and reports 
due. 

Oct. 30— 
Carriers’ gasoline tax reports due. 
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Oct. 31— 
Distributors’ gasoline tax reports and pay- 
ment due. 


NEW MEXICO 
Oct. 15—— 
Income tax (installment) due. 
Occupational gross income tax reports and 
payment due. 
Severance taxes and reports due. 


Oct. 20—— 
Electric, gas, water and steam company 
inspection fees (installment) due. 
Motor carriers’ reports and taxes due. 


Oct. 25-— 
Gasoline tax reports and payment due. 
Use or compensating reports and tax due. 





NEW YORK 


Oct. 1—— 
New York City property tax (semi-annual! 
installment) due. 
Oct. 15— 
Personal income tax (third installment) 
due. 
Oct. 20—— 
Alcoholic beverage taxes and reports due. 
New York City retail sales tax returns and 
payment due. 
New York City use tax returns and pay- 
ment due. 
Oct. 25— 
New York City conduit company taxes and 
reports due. 
New York City public utility excise tax 
returns and payment due. 
Oct. 31—— 
Gasoline tax reports and payment due. 


NORTH CAROLINA 
Oct. 1—— 


Installment paper dealers’ 
taxes due. 
Oct. 2—— 
Property tax due. 
Oct. 10—— 
Alcoholic beverage tax due from railroads. 
Unfortified wine additional tax and reports 
due, 
Oct. 15—— 
Sales tax reports and payment due. 
Spirituous liquor tax due. 
Use tax reports and payment due. 
Oct. 20-——— 
Distributors’ gasoline tax reports and pay- 
ment due. 
Oct. 31—— 
Electric light, power, street railway, gas, 
water, sewerage and telephone company 
reports and taxes due. 


reports and 


NORTH DAKOTA 
Oct. 1—— 


Cigarette reports due. 
Oil inspection reports and fees due. 
Oct. 15——— 
Beer taxes and reports due. 
Gasoline tax reports and payment due. 
Interstate motor carriers’ taxes due. 
Real property tax (semi-annual install- 
ment) due. 
Oct. 290— 
Sales tax reports and payment due. 
Use tax reports and payment due. 
Oct. 25—— 


Use fuel tax reports and payment due. 
State Tax Calendar 





OHIO 
Oct. 10—— 


Admissions tax reports and payment due. 
Alcoholic beverages of less than 3.2%, re- 
ports due. 
Oct. 15— 
Cigarette use taxes and reports due. 
Use tax reports and payment due. 
Oct. 20—— 
Dealers’ gasoline tax reports due. 
Oct. 30—— 
Carriers’ gasoline tax reports due. 
Oct. 31—— 
Gasoline tax due. 


OKLAHOMA 
Oct. 1—— 
Freight car company gross earnings taxes 
and returns due. 
Oil, gas and mineral gross production tax 
reports and payment due.’ 
Oct. 10— 
Airports’ gross receipts tax reports and 
payment due. 
Alcoholic beverage tax reports and pay- 
ment due. 
Oct. 15— 
Gasoline tax reports and payment (except 
distributors’) taxes and reports due. 
Sales tax reports and payment due. 
Oct. 20—— 
Gasoline distributors’ 
due. 
Use fuel oil tax and reports due. 
Use tax reports and payment due. 
Oct. 30—— 
Cotton manufacturers’ reports and taxes 
due. 


reports and taxes 


OREGON 
Oct. 1—— 
Excise (income) tax (third installment) 
due. 
Personal income tax (third installment) 
due. 
Oct. 10— 
Oil production tax reports and payment 
due. 
Oct. 20— 
Alcoholic beverage tax reports and pay- 
ment due. 


Motor carriers’ reports and taxes due. 
Use fuel tax and report due. 

Oct. 25—— 
Gasoline tax reports and payment due. 





PENNSYLVANIA 


Oct. 10—— 
Importers of spirituous and vinous liquor 
report due. 
Malt beverage reports due. 
Oct. 15— 
Alcoholic beverage manufacturers’ 
and reports due. 
Philadelphia income tax return of tax 
withheld at source due. 
Oct. 31—— 
Gasoline tax reports and payment due. 


taxes 


RHODE ISLAND 


Oct. 10-— 
Alcoholic beverage tax reports due. 
Tobacco products tax reports due. 


Oct. 15— 
Gasoline tax reports and payment due. 


SOUTH CAROLINA 

Oct. 1—— 

Franchise tax for domestic corporations 

due or corporate charter annulled. 

Oct. 10—— 

Admissions tax reports and payment due. 

Last day to file power tax and pay tax. 
Oct. 20—— 

Gasoline tax reports and payment due. 

Use fuel oil tax and reports due. 
Oct. 31—— 

Motor vehicle registration and fees due. 





SOUTH DAKOTA 


Oct. 1—— 
Passenger motor carriers’ tax due. 
Oct. 15— 
Alcoholic beverage sales reports due (tax 
due in 30 days). 
Gasoline tax reports due (tax due in 30 
days). 
Sales tax report and payment due. 
Use fuel tax and reports due. 
Use tax report and payment due. 
Oct. 30—— 
Mineral products severance tax reports and 
payment due. 


TENNESSEE 
Oct.—First Monday—— 
Bank share tax payable. 
Property tax due. 


Oct. 10—— 
Barrel tax on beer due. 
Oct. 20—— 
Distributors’ gasoline tax reports and pay- 
ment due. 


Liquid carbonic acid gas tax due. 


TEXAS 
Oct. 1— 
Carriers’ gross receipts tax and returns 
due, 


Commercial and collection agency tax re- 
ports and payment due. 


General property taxes due. 
Luxury excise tax and reports due. 
Public utility tax reports and payment 
due. ’ 
Sulphur production tax reports and pay- 
ment due. 
Textbook publishers’ 
due. 
Oct. 15— 
Oleomargarine dealers’ reports and taxes 
due. 
Oct. 20—— 
Liquefied gas and liquid fuel use tax and 
reports due. 
Motor fuel tax reports and payment due. 
Oct. 25— 
Admissions tax reports and payment due. 


Carbon black production tax reports and 
payment due. 


taxes and reports 


431 































































































































































































































































































































































































































































Natural gas production tax 
payment due. 

Oil production tax reports and payment 
due. 


Theatres’ prizes and awards taxes and re- 
ports due. 


reports and 


UTAH 
Oct. 1— 
Gasoline distributor’s and retailers license 
fee due. 
Oct. 5— 
Monthly report of cold storage warehouses 
due. 
Oct. 10— 
Carriers’ reports of use fuel deliveries due. 
Monthly report of dealers and manufactur- 
ers of alcoholic beverages due. 
Oct. 15— 
Use fuel tax and report due. 
Oct. 25— 


Carriers’ reports of motor fuels deliveries 
due. 


Distributors’ and retailers’ gasoline tax re- 
ports and payment due. 


VERMONT 
Oct. 10— 


Alcoholic beverage tax reports and pay- 
ment due. 
Oct. 15— 


Electric light and power company reports 
and taxes due. 

Express and telegraph company taxes due. 

Railroad, transportation and _ telephone 
company taxes due. 


Oct. 31—— 
Gasoline tax reports and payment due. 


VIRGINIA 
Oct. 1—— 
Pu 


blic utility tax due. 
Oct. 10— 


Beer bottlers’, dealers’ and manufacturers’ 
reports due. 


Oct. 20— 
Carriers’ gasoline tax reports due. 
Use fuel tax and reports due. 

Oct. 31—— 
Gasoline tax reports and payment due. 


WASHINGTON 
Oct. 15-— 


Auto transportation company reports and 
payment due. 
Butter substitutes reports and payment 
due. 
Oct. 20—— 
Use fuel tax and reports due. 
Oct. 25— 
Carriers’ gasoline tax reports due. 
Gasoline tax and reports due. 


WEST VIRGINIA 
Oct. 1— 
Public utility privilege tax quarterly pay- 
ment due. 
Oct. 10-— 
Alcoholic beverage tax reports and pay- 
ment due. 
Oct. 15-— 
Sales tax reports and payment due. 
Oct. 30— 
Gasoline tax reports and payment due. 
Occupational gross income tax quarterly 
reports and payment due. 


WISCONSIN 
Oct. 1—— 
Motor carriers’ taxes due. 
Oct. 10—— 
Alcoholic beverage tax reports due. 
Oct. 15— 
Railroad, telegraph, sleeping car, and ex- 
press company property taxes due. 
Oct. 20—— 
Gasoline and diesel fuel tax and reports 
due. 
Oct. 31—— 


Privilege dividend tax and returns due. 


WYOMING 
Oct. 15— 
Sales tax reports and payment due. 
Use tax reports and payment due. 
Wholesalers’ gasoline tax and reports due. 
Oct. 20— 
Motor carriers’ taxes and reports due, 


FEDERAL TAX CALENDAR 
Oct. 11—— 

Last day for payment by employer to au- 
thorize depositary of taxes withheld on 
wages during the preceding month if 
withholdings were more than $100 during 
the month. 

Oct. 16—— 

Corporation income tax and excess profits 
tax returns due for fiscal year ended 
July 31. Forms 1120 and 1121. 

Domestic corporations (business and rec- 
erds abroad or principal income from 
U. S. possessions)—returns due for fiscal 
year ended April 30, by general exten- 
sion, with interest at 6% from July 15 
on the first installment. Forms 1120 and 
BE. 

Entire income-excess profits taxes or first 
quarterly installment due on returns for 
fiscal year ended July 31. Forms 1040, 
1040A, 1041, 1120, 1121, 1120H, 1120L. 

Entire income tax or first quarterly install- 
ment due on returns of nonresidents for 
fiscal year ended April 30. Forms 1040B, 
1040NB, 1040NB-a, 1120NB. 

Fiduciary income tax return due for fiscal 
year ended July 31. Form 1041. 

Foreign corporations — see ‘‘Nonresident 
foreign corporations’’ and ‘‘Resident for- 
eign corporations’’ below. 


Foreign partnership return of income dy 
by general extension for fiscal year eng 
ed April 30. Form 1065. : 

In the case of individuals who are required 
to file declarations of estimated tax and 
whose fiscal year began on August 1, d 
date for declaration and payment of on 
quarter of balance (after deducting est) 
mated amount to be withheld during 
fiscal year) of the estimated tax for such’ 
fiscal year. 2 

Individual income tax return due for fise¢; 
year ended July 31. Form 1040. ’ 

Individual income tax returns due by gen 
eral extension for fiscal year ended Aprij 
30, in case of American citizens abroad, 
Forms 1040 and 1040A. 

Last quarterly income-excess profits tax’ 
payment due for fiscal year ended Oe 
tober 31, 1942. Forms 1120H, 1120L, 
1121. 

Last quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended July 31, 1942. Forms 1040B, 
1040NB, 1040NB-a, 1120NB . 4 


Life insurance company income tax returng_ 
due for fiscal year ended July 31. Form 
1120L. 

Monthly information return of stockhold- 
ers and directors of foreign personal | 
holding companies. due for September, 
Form 957. q 

Nonresident alien individual income tax 
return due (business or office in U. §S,) 
for fiscal year ended April 30. Form 
1040B. 

Nonresident alien individual income tax 
return due (no U. S. business or office) 
for fiscal year ended April 30. Forms? 
1040NB. 

Nonresident foreign corporation income 
tax return due for fiscal year ended 
April 30. Form 1120NB. 

Partnership return of income due for fiscal 
year ended July 31. Form 1065. 


Resident foreign corporations—returns due 
for fiscal year ended April 30, by gen- 
eral extension. Forms 1120 and 1121. 

Second quarterly income-excess profits tax 
payment due for fiscal year ended April 
30. Forms 1120, 1120H, 1120L, 1121. 

Second quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended January 31, 1944. Forms 1140B, 
1120H, 1120L, 1120NB. 


Stockbrokers’ monthly return of stamp ac 
count due for September. Form 838. 
Third quarterly income-excess profits tax 
payment due for fiscal year ended Jan- 
uary 31, 1944. Forms 1120, 1120H, 

1120L, 1121. 


Oct. 20— : 
Monthly information return of ownership 
certificates and income tax to be paid at 


source on bonds due for September 
Form 1012. 


TALKING SHOP—Continued from page 424 


“Naturally,” 


confirmed Oldtimer. 
measure, and nothing but. Besides, I said eliminate 
all corporate taxes on income. I think it can be worked 
out, and taxes would then be levied only against 
human beings earning money under our economy, in 
one manner or another. In the end it’s their energies 
that produce the earnings in the first place; ‘corpora- 
tion’ is merely a name for a team—‘partnership’ is 


“That’s a war 





another name for a quite similar team.” 

“For the bulk of postwar revenue I’d look to in 
dividual income taxes, putting the rates as high as 
may be necessary, retaining the withholding set-up we 
now have—and I’d leave the tax law alone for a few) 
years at a time to give taxpayers a chance to ge 
acquainted with the theories that tap their pocket 
books,” summarized Oldtimer. 


| The Effect of Recapitalization on Federal Taxes—Continued from page 423 


Once more it is shown, how the 80% limitation 
affects and partly reverses the structure of taxation 
as built up under the present tax law for normal cases 
in which that limitation is not effective. 

The principles, rules and formulas which we have 
developed here and which at first appear quite com- 
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plicated, are in their application simple enough t@ 
facilitate the investigation as to whether or not @ 
contemplated recapitalization would be advisable 1 
view of its effect on the corporation’s tax burden, a 

if not, what modifications should be considered. 


[The Enq] 
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